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OVERSIGHT HEARING ON STUDENT LOAN 
^ MARKETING ASSOCIATIONS 

TUESDAY, MAY 24, 1983 ' 
House OF Repkesbintatwes, 

SURCOMKimEE ON PoSTSteC^^ 

Committee ON Edu^ 

> The .subcommittee met, pursuant to call, at 9:86 .a.m./ in room 
'2257; Rayburn House Office building,,! Hon. Paul Siifton (chairman 
of the subcommittee) presiding. 

Members present: Representatives Simon, Kogovsek, Ackerman^ 
Erlenborn, Coleman, Gunderspn, PetflVand Packard. 

Staff/ present: Mary In Mc Adam, legislative assistant; Betsy 
Brand, legislative associate; and John D0an> minoritjr^assistaht 

counsel. ^ - 

' Mr. SiMONi The Subcommittee 'on Pdstsec'ondary Education )vill 
begin' its hearings. Today the Subcommittee on Postsecondaiy fconr . 
ducts an oversight hearing on^the Student Loan A^rketing Assoc^^^ 
atipns, Sallie Mae.^ v , * : - • 

Sallie Mae was established 4n 1972 1)y the Education Amend- 
ments of 1972 to provide liquidity for guaranteed sjbudent loan -lend- 
ers. It was to acconiplish this function in one pf two ways: The pur- 
chase of GSL portfolios from lenders pr making loans oh GSL loans 
held by lenders'. ° ; 
.Sallie Mae has been an extremely sticcessiPul ass^dciation, with 
1982 total cumulative^ interest earning assets in excess ^of $5 billion.; 

The functions of the association haVe grown from purx5hase. of 
loans and warehousing lending on existing loans, to coni^lidation 

•of student loans/ seryihjg as a direct lendef in 'areas, where there 
are ' inadequate loans available from commercial lenders, buying,; 
selling, and 4inderwriting and otherwise dealing in obligationsv 
issued by State agencies or eligible lenders. / 

The purpose of today's 'hearing ds ta gain a better , u nderstaridirig 
of how Sallie Mae operates — its financial structure, its status in. 

.the private i^ector ah4 it^ futu;re operating plans. It^ order to h^lp 
us gain these typies of insights we have invited a cgroup of witnesses 
who have a wide range of experierices . in "the various aspect^ of 
Sallie Maef's operations. • { v 

• Our first witness is Mr. Edward Fox, president 'of S^lie Mae. Mr , 
Fox is no stranger to this subcommittee, having testified on several 
previous occa:si9fi8. Today Jie will be giying^ \^^^ 
association's Operating procedures, the programs it offers, pending 



iBBuoBNpf concern to SalHo Muo/ftfl well as Its plana for future, ox-, 
pansioh and activitios. * ; ^^ , - 

- AccbmpanVihg Mf. Fox Is Mr.' Ed'word McCabe, the Chairtpan of 
the Board of Directors for SalHo Mao. Also testifying today Is Mi*. 
William ClohoDr Jr., the general, counsel of the Association of inde- 
pendent Colleges and Schools. • 

This association has Expressed a general concern that some of 
Sallio Mae'sr^BOcondary market policies ma/' be adversely affecting 
the ability of these students to obtain guaranteed student joans. 

Wo are olso plbased to have with us Mr. Predorlck Hammer, ex- 
ecutive, vice nresidc^nt of (Dhase Manhattan Bank,^ the lai^gest lender 
using Sallle Mae; and Mr. Beter Solomon and Mr. Geoffrey IJurley^ 
dn underwriter and bond counsel who are both familiar with Sallie 
Mab and i(a viability in the private market. v , 

Let me add one othet; factor here and that therfe is a time factor 
that we are being pushed by, and we are goin^ to have to move 
fairly Vapidly, and I hop^we can develop some kind of a consensus 
on what should be in the bill, and then be able to move. 

We are happy to have asXour first witness, Mr. Francis X. Gavan-; 
aiigh, the Secretary of the federal Financing Bank. When Sallie 
Mae was created, it was given the authority %to borrow under the 
.Federal Financing Bank. Mr. Gavanaligh will be presenting testi- 
. mony on how the authority works and on Sallie Mae's.current bor- 
rowing status under the Bank. > ^ 

We are pleased to hove you ,with i^Mr. Gavanaugh. ' - 

STATEMENT OP FRANCIS X. CAVANAUGH, SECRETARY OP TflE 
PEpERAL PINANCING BANK 

* Mr. Gavanaugh. Thank you, Mr,Cl^nian. I am here today to 
discuss'the financial relationship l^^Ew^en the Federal Financing 
Bank and the Student Loan Marketing Association. * 

My i5repared statement will deal with the four specifip issues 
that you asked me to address re Sallie Mae's original authority to 
borro^from FFB, the current status of that authority, the amount 
of borrowing and the repayment terms. • ^ * ^ 

Sallie\Mae was established in 1972 by an . amendment to the 
Higher Mucation Act 'of 1965, as a for-profit Goyeirnment-spon- 
sored ag^ency to provide liquidity for private. Originators of loans 
made uridejtthe Federal guaranteed, student loan program and the 
health edbrcation' assistance progrant. 

" The 1^2 act authorizes Sallie Mae to issue obligations, with the 
approval of the Secretary of-tfie Tk^easury; and it authorizes the 
Secretary of Education to guarfintee principal and interest pay- 
ments on those obligations. ' ' - 0 

When it passed the act^ongiress intended that Sallie Mae, even- 
tually become a self-supporting private entity ,^ and the figt author- 
ized Federal guarantees for Sallife M&e operations for only a limit- 
ed time. Under the 1580 amendments to the act, the Secretary of 
Education may hot guarantee Sallie Mae. obligations issued on or 
after October 1; 1984. ^ - 

Sallie Mae issued fully guaranteed obligations in fclhe market 
until June,. 1974, at which time it began borrowing exclusively 
' from FFB. The FFB itself was established under the Federal Fi- 



, nancln'K Dank Act, which wuh onactod In Docomb^r 1078 at tho ro* 
quoHt of the TmiHury to deal with the Bovofo debt managomorit 
problems rosuliing from tho proUforation In tho eocurltlos markets 
of a wide .variety of relatively inefficient debt Issues to finance the 
programs of a number .of Fodor'al agencies/ FFB began operations 
,ln May 1974, and Sallle Mao was one bf its first customersY 

Tho FFB Act authorizes FFB to purchase any obi igatioJi that is 
^ issued sold or gaaranteed by a Federal agency. Since S#io Mae 
was QStablished as a Qovernmont-sponsored corporation, and not. as 
i . a FMprai agency, FFB has purchased Sallio Mae obllgatloriis only 
> boxjnCastt they are guaranteed uy the S6c;rotary of Education. 

Sallie Mae now has $5 billion of long-term variable iriterost rate 
obligations outstanding with FFB. The Sallie Mao notoji listed in 
' the tttblo attached to pny statement had original rnaturities or up to 
15 years and' boar interest at rates whjch change each weoK,* based 
on the results of each weekly auction of 13-week Treasury bills, 
plus tho/FFB*s standard oQO'-oighth of 1 percentage point. ^ 

Loans made by FFB g^noralTy are at interest rates whicfi refiect 
the current cost bf Treasury market borrowing plus one-eighthsof 1 
percent. Since FFB obtains its funds by borrowing from the Tjreas- 
ury at t\io Treasury's current; borrowing rate, FFB's lending rate is 
generally one-eighth of 1 percent above its borrowing rate. 
. The interest rate paid by^Sallie Mae to FFB has been around SVi 
^percent over the past month. The most recent FFB loan to Sallie 
'^Mae was made on January 1982, wjien Salliib Mae borrowed the 
, last of the^funds avaifable^nder a FFB commitment dated March 
^,1981. . . . . ^ . u - 

The March 1981 commitment agreement between Sallie Mae and 
FFB was designed to eliminate dependence of Sallie Mae on the 
Federal guaranteer and-on FFB funding, and tq facilitate Sallie 
Mae's entry in^the private capjlal markets as an .unguaranteed 
borrower— a ^<ing-held Sallie Mae goal. 

The commitment agreement, which expired ^on September ^^30, 
1982, permitted Sallie Mae to issue up to $5 billi6n'of guaranteed' 
obligations to FFB, inclusive of $3^3 billion of Sallie Mae^notes that 
were, already in the FFB portfolio. 

The $1.7 billion of.ad^itional borrowing available to Sallie Mae 
under commitment was iexhausted on January 7^ 19827 Thus, Sallie 
Mae was' able 'to issue unguaranteed debt instruments in the 
market and familiarize market participants^ with its program, 
while having the assuraqcexof cdntiriped availability of FFB funds 
for a transition period. ^ f - ' " ' 

. SalHe Mae has borrowedxoirfy in the market since January 1982. 
^ While Sallie Mae obligations remain eligible for guarantee under 
current statute, the usc'Of guarantees, arid FFB financing, have not ^ 
been necessary to meet Sallie Mae's iinancing needs. 
> We believe tfiat^alJie Mlae has made 'a succes|bful transition into 
^ the mairket as^n^n^aranteed borrower and that further Federal! 
yloans and guaramees will not be needed. . . 
; ; Salli^ Mae is still required to obtain Trifesury approval of its 
: tnarket borrowing under the 1972 act. That approval requirement, 
^ howeVSr, is related'to Treasury *s overall responsibility for assuring 
* that Federa\ and federally-related borrowing is done in the least 
>^ disruptive way. It is a traffic cop function that is aimed at organiz- 



ing th6^iK9fw l8flU£jc;alondar for dobt iieuoe of all iodoroliy epon0ora4 
ugcndloH^ibrthotFm bonoflti J , a 

I w^ld liko to omphasis(0 in closing that FFB relios only on tho 
guaronbqe bv. the Becretacy of Education fon timoly payment of 
principal and intorost on Sallio Mao oblfgationd. ' 

FFIi. is no dlfforont, In this respect from ony other iif>veator that 
holds tV Qovernment-gUtiranteed issue, jin this connection, legisla* 

"^tion was entkctod in 1981 as an 4mendn\ent to the Higher Educa- 
tion iAct qf 1065 to "negate tho United (l^tatob priority claim on 
assets of Sallio Mao in the event of defauTt on obUgatlons issued on 

V before.Septembor 80, 1982. ^ 

That legislation was extended by a subsequent 1082 amendment 
to fapply to'obligatiqnsMssued on or before September 80, 1984 and 

' it has the effect of putting the U.Sr claim on a paritv with^claims of 
other Sallie Mae creditors. That legislation does not affect the^FFp 
slnqo FFB^would look to the Secretary of Education for payment ip 
the event of default, 

' This concludes my prepared statement, Mrl Chairman. I will bo' 
hdppy to respond to any questions thatyoa may have. 

Mr; SiMOfi.'Thank you very much* First^of all, you ore the first 
person the' first live body, I nave ever seen from FFB. [Lought^rJ 

In all of these ^yeiirs of referring to your agency, I nave pever 
known that there was anyone other than some rooot down there 
handling! all of this. 

We are obviotisly interested in a.ssistance to students. Your func- 
tion is a^somewhat different function. ^^As you view oun. function 
and 08 you look^at your recommendation, is there a c<)nfiict, dcTyou 
feel, between yojar recommendation and our aim? 
/Mr. Cavanauoh. No, I dbn't think sb, Mr. Chairman. To the 
extent that we t^re recommending anything here, we are basically 
endorsing what has been done witnTespdqt to Sallie Mae going into 
the^^private fharket and raising funds to provide a secondary source 
of financing for students, anof it has workqdJWell* in my opinion. 
They liave made the transition to an independent borrower in the 
marlcet and are performing their role, I believe, very effectivjely. I 
think they provide the support that you need for tne underlying 
guaranteed student loan program. ^ 

Mr. Simon. In* terms of interest, what kind of an increment does 
that mean, do you think, when you moN^from FFB to the private 
market? 

Mr. Cavanaugh. The increment varies from time to time, de^ 




earlier this month that went atf a spread about 30 b^is points 
above whal the Treasury would have paid. 
^ The Federal Financing Bank charges, on ita^^lending to all bor- 
rowers, about one-eighth df 1 percent abovp the Treasury -rate. So, 
if the Treasury— we re making up numbers now — were borrpwing 
at 10 percent when Sallie Mae went to market at 10:30, FFB would 
have been lending at lOVi or 10.12, at that time. So thcfee spreads, 
y/hile significant in terms qf Treasury financing, are relatively 
small amounts when, you are talking about the cost pf financing 
student loans or consumer borrowing generally. 



Mr: Simon. Kih Vkvl. ''--'n. ' * ) 
mw Pktki. 1 would \m (o ihmk Mr. CuvanauKli lyr coiiiiliig up 
urtd U?HtirylnK, Ono quostlon thut I inlKht ank jnay bo tinu oT the 
^ illy cjuoHtioy poonio don't Hko to ibk bocauHo tho situation cor- 
\tniiTly ia^farXrom that,>ut it ifi. whothcfr the Pedcrhl WnaDcjnK 
Rank cancoln dobtn or runeKottatos thoni or what 'thofio condilfonn 
. aro. I know wu have a very, hoaltliy oporatioft hi^ro riubt noj^ and 
orio that's, In fact, making some nionoy, but that could chaoRo and . 
I am ju8t curioua if that would roqyiro logislatlon'or if 'the Fedora! 
Finaocing Bank coufd rtincKotiato.^ . 

•Mr.^CAVANAimii. RonoKotiato lo^um that if haf^- outHtandinK to 
tho various fodural aKcnciosV 
Mr. iVi'Hi. Ym. • * , 

Mr, CavXnauoii. Yes, like any loan, ifti FFI) loan is open to re- 
neRotiati6n if both parties to tho loan ORreo, and tho Financing . 
Bank has l^een noxiblo with respect to ull of its mhny agency bor- 
rowers. Essentially, it has boon a matter of when borrowers want* 
to pay off earlivr tlj^n they ex|)Ucted or change the nfiUurity of a 
loan. \ , ' . 

, The key fact6r that you may bo getting at with respect to the in- 
terest rate is ^subject to very little flexibility as an operating 
matter. Under the FFB Act ol 197y, w0 have considerable flexibil- 
ity l»xcept that there is a mandate from- tho Congress there.that we 
operate on a self-*jupuorting, basis. Tho Federal Financing Bank 
gets its money from the Treasury and turns (iround and lends to 
the agencies using fcjio Bank at just one-eighth of 1 percent more. 
It's very important to usto stipk to that'"and not renegotiate inter-, 
est^ rates. Generally, the question doesn^t come up because the Fi» 
nancing Bank, unlike Commercial banks, is really not taking credii 
risks. Everythirij: that\ wo purchase, tho whole $128 billion of 
assets, is in {he categoryW issues sold qr 'guaranteed by some other 
Federal agency. \ 

We are basically a debtVianagement consolidation technique. So 
wo are not^lk'enegotiafing loans in any commercial sense. We are 
hot risk. \ ' . ' 

Mr. Petri. It's an administrative convenienjce for aH the dl'J[ferent 
agfencifes to have this cehtraF service. ' - 

Mr. Oavanauoh. Yes, it's a^debt management tool to lowfer the 
total cost to Government of all agency financing. 

Mr. Petri.' Yes. Thank you.* \ . ^ 

Mr. Simon. Mr. Packard. \ ' 

Mr. Packard. I have no questions, Mr. Chairman. 

Mr. Simon. One final question. Iri your present relationship with 
Sallie Mae— has it befen a difficult reUtionship at all? I don't mean 
just personalities, but in working things^^t. ' 

Mr. Cavanaugh. It's been a very ha^pV, cooperative relationship 
right from the outset, both in terms of'the organizational problems 
and the personalities as well. Sallie Mae, of course, was a model 
example, I think, for many of these Goyernmertt-sponsored ageh- 
cies that Congress has createS vyith^he intention that someday 
they go private. Sallie Mae has made that transition very effective- 
ly since tijat arrangement was worked out With the new adminis- 
tration in early 1981.- " ' ' \ 

\ . \ * \ . 
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Anfl our othor rcilatlonslMi), as I mentioned. {i]mtt (Vom the FFB, 
is thflt% law, th0.S«cr©tfiry of tho TiUaiurAdB required to flpprove 

• SuUlo Mfio linuoflln tho market. That'll IffiiWled by my utaff m 
wolVttnd that rolatlcJnahlp hm been excellent. . 

'Wo hovo no problemB, sir. . 
Mr. Simon, fa there any reijson why Salllo Mao, more than othet 
agencloH tlmt borrow fr6m Uie FFD. ought, to bo going Into the prb 

* vato market? ' v 

Mr^eAVANAuaii. Well. I tWhk thoy are ba«lcally In very eound 
. flnanclnl ftliape compared to Bomo of the agencl<}», In part, becaufie 
of tho way'they manafee their aseeti and IiabilUie«-~r think that§ 
a very large factor. Thoy are dealing In federally guaranteed stu- 
dent loansr which put« them. Into a pretty Bocuro ppaltlon with re- 
Hpect to their asaota. So. wltli tholr aflBOta being guaranteed by the 
Govornmont and thoit llabHltles .Ibolng managed effectively in the 
market, thoy are mucn moro ablfe to borrOw In tho iparket on their 
own than perhaps, som? of the other agencies. ' ^ 

Mr. SIMO^f; We thank you vorVi vory much for youn testimony. 

Mr. CaVanauoii. Thahllyou, Mr. Clmlrman. 
* Mr. 8m6u. Our next witness li^ ISd Fox, prenldent of SLMA; oc- 
compunled by Edward McCabe, th6. chairman of the Student Loan 
Marketing Aatiociation Boardj)f Dirbctora. 
"Wo are pleased to htivo'bcfth of you hero., 

[Prepared statemente of Francis Cavanaugh, Edward Fox, and 
Edward McCabo follow:] v . ' . 

r PHKrARKO StATKMKNT Of FftANCW X. CaVANAUOII, SKCRKTAHV or THK FKttKKA!. 

Financino43ank . * . 

Mr. Chnlrmun nnd Mombors of tho Subc6mmittco: I nm horo todny to discusa the 
nnanclnl rolutlonahip betwoon tho FodornI Finnncin/< Bank,(FKB) »n4 tho StudOnt 
Loun MariiC^ilnK Aiwoclfttlon (SLMA). ^ . r . • » 

My pNiirod utalomunt will doni wl^) tho four iipocinc Iwiuoii you «<iKd<l mo to 
nddrt>B8 regarding (1) SLMA's original nuthority to borrow from II U* (21 tho current 
Htiitus of that nuthority, (3) tho amount of borrowings, And (4) tho repay mont UJf ma. 

SLMA wa$ cfltabliahed In 1972 by ah amondment to tho Higher Education Act of 
1905 (tho Act) (20 USC 1087-2), aa a for profit Ox>vornmont-8pon8prcd agency to pro- 
viso liquidity for private originators of loans made under the ivedcral Guaranteed 
Student I/>an progra;n and tho Health Education Assistance Loan program. 
V The 1972 Act outhorircs SLMA to Jasue obligotions, with tho approval of tho Sec- 
retary of tho- Treasury, ond it authorixos tho Secretary of Education to guorantee 
prinpipal ftsnd Interest payments on those obligations. When it passed thoJVct, Con- 
gress intonJed that SLMA eventually become a self-supporting private entity, and 
the Act outhorized Federal guorantoea of SLMA obliKOtlons only for a limited time. 
Under tho 1080 omendmenU to tho Act» tho Secretary of Education may not guar- 
antee SLMA obligations issued on or after October 1, 1984. . 

SLMA issued fully guaronttod obligations In tho market until Juno at 
which-timo it began borrowing exclusively from FFB. Tho FFB iUolf was established 
/ under tho Federal Financing Bank Act (12 USC 2^81. ot seq.), which wos enacted in 
December 1973 at tho request of tho Treasurv to deal with the severe debt manage- 
ment problems resulting from the proliferation in tho securities markela ofj wide 
variety of relatively inofTicient debt issues to finance tho programs of a nurpber or 
Federal agencies. FFB began jbperations in May 1974» ^nd SLMA was one of ite Ijrst 
r customers. - ^. . , . 

The FFB Act authorizes FFB to purchase any obligation that is issued, sold, or 
^ guaranteed by a Federal agency.'' Since SLMA was established as ^ ygvernment- 
sponsored corporation, and not as a Fedd^al agency, FFB has purchased SLMA obli- 
gations only because they are guaranteed by the Secretary of Education. 

SLMA now has $5 billion of long-term variable interest rate obligations ouUtand- 
ing with FFB. The SLMA notes, fisted in the table attached to my statement, had 
original maturities of up to 15 yeai^ and bear interest at rates, which change each 



■'■■".I ^ ' * ' * ^ 

w#«k;bii»«Hl on the r«iuU« of i»flch, wt§kly ^mK\m of IH-^^^^k ^rreftMury bllNi \\m 
ihe V¥\U nUifKlftru^ Wi of I i)©r<?«nl»f« point, Imm mml^ by f rB g^nrtttlly ftrp «l 
Int^r^t rttti^it wlitchiftll^t lh# eurr@ni eosi of Tr^^urtV nmrk^i borrowlDff plufi H 
of WW \\^m\\{. t\vmVY\^ ^\M\m lu Amd* by l|ojrowliig from the ^Vt^mry th# 
Tmiiury'ii eurr^nt wroVlntf rftt#, ¥V\U l(6>ndln|f/ftt^lii Kent^mlly M< Mf or«* |>^r^ht^ 
flbov^ Itn borrowing r»t0.v ' . . 

, The lnler<s«t rftle*pfti(W»y 8LMA ta FFB hmi bgeii tiround «^ parcunt (temd ^Mlvr 
»tent) over the n#wt monthr Thp .moat r«>c<»nl FFB Ifwn to Sl^MA wtt« mftdi»\)M JunUv 
dry 7, \\m, whon 8I«MA iKirrow^nl tht) iMt of th^ fumU tiv^iUblis umlir tin KKU 
commitm(*nit (Uti»d Marvh U, iUHl. ' ' ,1 

Thf» Mureh. comniUin^nt ««r^^m©nt hetw^^n Sl^MA «nd FFl) (fiJfif«rttHj to 
«llrninat6 thu d^D^ml^nCtt of at<NiA on th§ F^l#r»l 8\mrAnt^0. And on f FD funding, 
und to fiv^ilitttt^ HtvMAVuntry Into thff prlv»ti» c«pltiil m«rki>tn m nn ungunrnntetNl 
.l>6rrow^r-=ft long'held 8LMA Tti«» commitment ««r^§ment, whieh expired on 
H«pt(^fnl»«r 00, m% p^rntlttmlUf^MA to U(iu«> up to In billion of uuar^tt^^l obllgii^ 
titfriN to FFII. tnciUKlvo uf $0.1) btlllo^Vor BLMA lioteM tbnt wi^rci nTr<'ttdy In the* FP'it 
|K>rtfollo, Thnll.7 Jdllion (if udditlonnll tmrrowing itvitllnhle to Ht^MA und(>r the com* 
mllmiinl witH exhwunM on Jumiflry 7, IUH2. Thw«, S^AIA wtin utile to Iwue unguer 
iinteed debt Innlrumehlji In thamerkel nrwl femlilnrljte market imrllclimnt* with Itu 
program, while hiwlng the n^Hiurnii^e of contlnue<f .nvellftbUlly of FFu fumw for u 

ir^intiltion period. * ' • *w_ i y 

< B\MK \\m borrowed only in the m»rke< «lr\c« ilanuary \Wl While BLMA.obllge^ 
tlonr H^mfilH ellgtble fbr a gusrantfee under current utetirte! the u»e of guer«nti»e«, : 
nnd FFJt nnHOCing, btive not been nece»eery to njeet flLMAV fhmnclng nee<l«, We 
iKdleve tbut Hl^MA hiiH miule h Huccemirul tramdtton Irito the mdrkepuiMt) unguer- 
itnteed lK>riH)wer nnd that further Fedordl \mm or guiiran^ee« wllfnot be needml. 

8I.MA In Ntlll reciuinAUo obtiiln Tretwury npprgvoi of Iti* merket ftorrowlng uiNder 
the HI72 Act. That itpprovnl requirement/ however, in relotcti to Trewiury « overnll 
re»fH)nnlbUlty for niwurinK thnt*Federrtl nnd federaily«relttted boiifowInK U done In 
the lei^t disruptive wny. It la n "traffic cop" function that Is nJme<l ei orunnlxlnfl 
Ihu new ieaue calendar for debt Iwiucii of nil federallyHiiwniiored aKenclj;* for their 
" nnutunl benefit. ' , 

I would like to einphoHljJS In cloidng that FPU rello« only on the guaranleo by the 
Secretary' of l-klucation for tlraoly payment of prinelpal Interest on SLMA obll- 
gationa. FFB la no different In thii reapect frorp eny other invttaCbr that holdii a 
Government guaranteed Iwiue. In thia cohnectlonAleglaletlon woa enacted In 1981, aa f 
an amendment to the Higher Education Act of to negate the U.S. priority 
claim (in use 871:0 on aaaeU of SLMA In the evetu of default on obligations iisued 
on or before September HO, 1082. That lettlslfttionj was extended by a subse<iuent 
1082 amendment to apply obliuiitlons isiued on or before September aO, 1984, and It . 
bos the effect of putting the U.S. claim 6n a parity with claims of olh^r SLMA 
creditors. That Icglslotion does not affect thrFFB. since FFB woifld look to the Sec- 
retary of Education for payment In the event of dofault." 

This concludes my prepared statement. I will bo happy to respond to any ques- 
tions you may have. 

« 

°SLM/) PROMISSORY- NOTES 

^ (iMptthoni m dolUrt) 

■ Hod Ho '= DjUO<ln>»e ^ * ^^"^'^ . ^"''^^'j P^j^ 

in Nov, 18, 1980 2.000 Nov. 14/1995 Weekly. 

285 0«c.30, 1980 650 Dec. 26. 1995.,.. v Oo. 

^ 288. Jan. 13, X^m^l. 350 Jan. 9. 1996 Oo. 

301 Mar 31. 1981 IM War 29, 19.96 SeftiUnnuaHy. 

303 Apr. 7, 1981 200 Apf, 5. 1996 Oo. 

306 Apr. 21, 1981 ^. 100 Apr, 19, 1996: Oo. 

■ 314. July 1.1981 ^ 300 July 1. 1996 ;.. 05. 

315 July 16, 1981 100 July 16, 1996 , Oo, 

316 Aug, 5. 1981 100 Aur 5, 1496 Oo. 

317 Aug. 14, 198r; 100 , AuJ. M, 1996...- Oo. . 

318 Aug. 27. 1981 v ".1996 * Oo. 

319 Sept. 16. 1981 ■ 100 " S«pt. 16, 1996 , .r Oo. 
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BtUOtlNt U)AH MAHKittNii A§§Ot!tAtiON {HAMJII MaR) 

IKirntlon rh»rlt»rfHl hy Contfr^ lo pr^ivldn a mtUonnl »(>c6rt(tiiry mnrk^ for Irkuml 
Mtuilt^ni \mnn inmla by privnt^ or iiUt« lendnin umt^r th« r^^rnllyiiponior^ Uunr* 
mi^i^l Student Umy Vrouram (QSUP) nnd lleiiU^ EcHicAtlon AmIhUik^ l^n Pro* 
gmiiitUEAU \ " 

. uy Oontfn»«MionAl Int^nl, Bailie M4e ia wtmclured nlong inutili^nal ^{>or«U» 
Ifeas. with tfitaUtHiepimstbtlllf^ in* the hendii of r bMrd qf «)f«?tof8 snd menftgi^ 
nwui imm, 'Hm I'nwIdPiU of th^»Unlt#<l 8tnt^ uppolntu (m^-thlrd of the 2l'm«nwr 
\mmi tttnl dtHtlutifttNi ihp Klmirmn from mmiu ih§ full in«ml>«riihlp. Uy fftiitut«^i 
^tmnclnl nml tKlucHiluntit Inntltutlofm t^ta p^rriUtM to own uhAtfrn of votlri({ iio«k of ^ 
tho cor|H)rNtion nmt @nch ifroun el^cln on»«thtfd of th» bo<trd of dlr^ioni, 

Bitllb Mrtt* provider m broAct fi|)^truift of prIvftU) tind lOMto l«n(kr»^o»mm«rclAl 
hnnktk, thrift inntitutionn. credit unlonii. tKludttlonnl fntitlmtlonii, iitiit« it|(<»ncl<>(i And 
^ oth(*r landunt— with U'lKiurca of liquidity. U offorv «uch londor« th« opportunity to 
nt^ll fitudont IminN nt CAnh vaIu^ or to Iwrrow Additlonti) fUndu to MUp|K)ri their fitu* 
dmii h^ndbw uctlvity by pledffinK oxi«ting loonii ah collateral, thug MrvinKim a 
ondnry Kiarkc»t foi^iitmbnt loAnii. ^ 

. In IDHO, umondmonU to tbo btt«lc onabting'togliilatloiK t))^ III|{hor Education Act . 
uf 1965, enlnrftod Sallio Mo^ii statutory program and financing authority. Specific 
provi8lon« authori«« tho corporation to conaotldata or rvflnanco student loans, to 
lond l\4nd» directly to RUt« nK«ncle« whm thert la a c^rtifl^t shortage of loan capl^ 
U\l and to a<^rv« as a dlrtct bm{«r in statiNi whom thera Is a severo studant loan i 
shortage. Vnrioiw nmrndments w«rt) Included tn the Omnibus Uudgtt H^concillation 
Act of lUHl bruadenihg Saille Mae*s authorities as a prospective ''safety iiat*^in sup- 
port of student credit. ^ - 

In 10 years or operntiotf* Sallie Mae has provided more than $9.2 billion ofsui 
to lenders under the 08LP. As of AprJI 30, 10ft3, ita direct investment of 
in the OSLP in addition lo outstanding commitments was equol to op(iroximci 
« percent of all insured student loans outstanding. This compares favorably W 
exptTlence of nil governnn^nt-sponsored housing secondary •market activities com- 
bined which have ranged between 15 and 24 percent during the past five yeart. 

Sallie Mae has worked with IJOQ lendere providing direct or indfr^t financial 
assistance to millions of studenU in 51 states and territories. It has assisted In fl- 
tmnctng sfatewido programs in IH states and the District of Columbia. 

Sallie Mae obtains funds for ita operations primarily. from the sale of iti debt obli- 
gations. In the past it financed iU activities principally through the issuance to the 
Federal Financing Bank (FFB) of debt obligations guaronteed by the Secretary of 
Education. As at^nounced by Secretary Regan on May 7» lOSli Sallie Mae has begun 
borrowing in the public markota without the guarantee of the federal ffovemnient 

The corporation is expected to meet the same profit and loss ftandaros. Including 
a return 'on stockholders* equity, as a busineM'without a government link. It pavs 
Tull TedtTal income taxes aiid has received no federal appropriations during ita 
entire history. Sallie Mae has severed its ties with the federal government in con- 
nection with iU funding activities. lu objective is to achieve its primary social pur- 
t>oRo of expanding credit ih support of access to postsecQndary education by operat* 
ing ns a business organization subject to the di^iplines^nd opportunities of the 
marketplace. As such, Saltie Mae considers itself to oe a prototype for transforming 
a qutt«i•go^•ernment organlxation Into a private sector corporation that l\inctions ef- 
ficiently and profitably whi^e f\ilfllling its original public service purpoee. 



SALUE MAE PROGRAMMATIC SUPPORT FOR STUDENTJ&)EIEDIT 



Sallie Mae, as the national sewidary market for student loai\S, has 
provide support for all sectors either by traditional secondary market prograiM or 
specialized programs designed to address a particular need to provide student crecli^ 

S • » TRADITIONAL SECONDARY MARKER PROGRAMS' ' ■ 

An exam in^t ion of Sallie Mae*s program activities under its Loan Sale, Warehous;!> 
ihg ; Advan ce, and Comimtmeh t 'Prpgrait^ extent of ■ tlTe rq^^ 

supMi^ of the GSLP ahd th^^ ri 
enabling legislation ,^'SaUie^ i^ 

wise, to make advances oh the!securityv6f, purchce^ sell oi^ 

reisell, offer participations or pooled interests, or otherwise deal in fedrfally insut^^ 
student loans or student lo£ms that are insured by state or private guarantors pai^- 
ticipating in the GSLP. In 1981 Sallie Mae was authorized to provide similar second- 
ary market services for non-insured student loemsr lTie corporiation is prohibited 
from dealing with institutions that discriminate on the basis of race, sex, color, 
creed or national origin and from deeding with any commercial bemk with deposits • 
in excess of $75 nailHon^ which requires a customer relationship with jthe student or 
his or hei* fam ily as a condition to receiving a student Ioeui. i 
. . Under its Loan Sale Program, Salliq Mae offers to piirchase loans made under the '^ 
GSL and HEAI^ Programs. The Loem gale ProgramTSroVides funds to lenders and^ 
because the corporation utilizes a network of third-party seri^cihg agents, relieves 
those ^ lenders of the administrative considerations relative to, loan servicing. 
Through its Warehousing Advance Program, Sallie Mae provides liquidity to lenders 
against the collateral oLtheir existing student loan portfolios of other U.S. Govern- 
ment issued or guaranteed obligations. By statute, institutions v^th advances colla- 
teralized by insured student lo£ms must either reinvest all advance proceeds into ad- 
ditional guaranteed student loans or niaintain a specified student loan portfolio * 
level throughout the t;erm of the advance. Institutions offering other collateral must * 
fully reinvest all advance proceeds. Sallie Mae alsb provides the assurance of future 
funds through the issuance^ forward commitments. These commitments^ for both 
the Loan Sale and Warehqc^ing Advance Programs, have enabled many state and 
private lenders to maintain landing arrsmgements through the assurance of contin- 
ued student loan credit. 

sPGCiAUZEi> programs;: ' \ 

CorAmunity Lender Sale Program . ; - ^ 

In p81 Sallie Mae developed the (Community Lender Sale Program specifically to 
meet the student loan funding needs of the smaller institutions. Since the inception 
of this program, Sallie Mae has negotiated over $44 million in loan sales with close 
to 200 institutions, each with assets less than $100 million. Over 59 percent of the 
Community Lender Sale Program dollar volume has been negotiated with lenders 
during the first four months of 1983. 

Money Market Advance Program 

The. Money Market Advance Program was created in 1982 to. augment our tradi- 
tional, variable-rate advance program. Under this program Sallie Mae executes a 
master note with the borrower with the terms ranging from one to njne months. 
Sallie Mae nas lent $200 millioil thoriigh ou; Money Market Advance Program. 
This program enables Sallie Mae to transmit the cost savings realized through the 
issue of discount notes directly to the borrower. ' 

-HEAL Assured Access PrograrA '^y: . 
During the past three years, Sallie Mae has provided a secoh4ary market in sup- 
port of the HEAL Program. Because of increased demand for HEAL loans in 1982 
aind reduced participation by the banking system, Sallie Mae has provided capital in 
support of a lender-of-last-resdrt program . to assure that all qualified prospective 
borrowers are able to obtain a loain. This program was put in place following consul- 
tation and with the support of the Department Of Health and Human Services, 
bankers, and the appropriate educational! institutions. Through April, 1983, Sallie 
Mae had disbursed nearly. $31 million under the Assured Access Program to 5,000 
students atending institutions all over the United States. This represented approxi- 
mately one-third of all HEAL loans originated during this period. We are^ also 
pleased to report that Sallie Mae ^currently has commitment agreements tb pur- 



• chase HHIAL' loans from ten finanCiD^l institutions. Offering these conimitments has 
induced niany, of the lenders into the Program. , ' . 

United Negro College FMnd A^ured Accjess Program ^ » 

In 1982 Sallie Mae acted bs the iriternieHiary in ^6ttipg up an arrangement be-, 
tween the United Negro College Funjd (UNCF), Health Education Assistance Foun- 
dation (HEAF), and Citibank which \yould ensure the aVailablility of funds for stu- 
dents attending, the 42 UNCF member colleges. As of the end of April, over 5,100 
applicaffioris had been approved and these applications totalled close to $10.5 million 

• in GSL' funds; ;This exceeds the $10 million gt)al agreed to by Qijibank, HEAF and 
,UNCF. Citibank has agreed to comniit up to $20 million for UNCF students for the 
academic year 1983-1984. ; ' ; . - ' ; { ; ^ ' ' > : - 

Non-Insured Student Loans ' h ' ^ * 

As we informed this Committee, we have instituted a sm^lt pilot program of non- 
insured student loans. Sallie Mae' recently agreed to-establish a $3 million Line of 
Credit for First American Bank, N.A., o^^ashington, D.C. as back-up for providing 
a loan facility to nine educational institltt;ionQ»participating in the. D.Q. Higher Edu- 
cation Consortiumi.The loan facility will be be used to provide financing to parents 
of students (except freshmen), who are attending any one of the following Corsor- 
tium schools: American University, Catholic University, George Washington Univer- 
sity, Georgetown pniversity, Howard University/ University of the District of Co- 
lumbia, Gallaudet College, Mount Vernon College ahd Trinity College. This transac- 
tion represent Sallie JVIae's flexibility in providing new and expa^^d programs to 
both educational and financial institutions in its cbritinued effbrtsHoJsupport the 
credit needs of students and their parents. * \ 

Loans to States- * ^ r 

Although this authority was provided to .Sallie Mae -in the Education Amend- 
ments of 1980; the position of th^epartm^t of Education has prevented any activ- 
ity under this program. This issue vvill be discussed-at greater length below. 

Loan Consolidation Program (Options) 

Sallie Mae was given the responsibility in the 1980 amendments to put in. place^ a 
Loan Consolidation Program for certain qualifying students relative jto the National' 
Direct Student Loan Program (l^DSL) and the GSLP. Approval from the Depart- 
ment of Education was not forthcjoming until late in 1981 i resulting in a pilot pro- 
gram first being offered during the fourth, quarter. Because of the lack of a usable 
Jtita base to identify prospedtive ca^ididates for loan consolidation, and due to an 
extremely time consuming and costly process of origination, results of our pilot pro- 
gram are just beginning to become aVailabte A preliminary response from high in- 
debtedness graduates suggests modest interest in the loan consolidation opp6rtunity* 
^o\vever, Sallie Mae is comniitted to providing loan consolidation to all qualified 
students. . a . . 

Qther Authorities ' ' 

. Sallie Mae . has additional,, authorities provided to it which have not been exer^ 
cised. We hope in the near -future to secure a ruling from the Internal Revenue 
Service which will allgw Sallie Mae to pi^rchase st^te issued student loan revenue 
bonds yip to two'pci^cent of our assets, or approximately $160 million. : 
Sallie Mae has other authorities which have not been exercised because, the need 
■ for such programs has not yet arisen. Sallie Mae will consult with this Committee 
and seek your guidance in any new initiatives, and will not implement any program 
inconsistent with Congressional intent. 

^ SALLIE MAE PR06RAM SUPPORT V 

During 1982, Sallie Mae provided $2.0 billion of secondary market support for the 
GSLP, compared to $2.7 billipn in 1981. This reflects in part the lower level of stu- 
dent loan originations during 1982 and cyclical changes in the economy. During the 

• y^ar the corporation's holdings of student loan related assets increased' by 32.9 per- 
cent over the previous year.- From December 31, 1977,'^through December 31, 1982, 
the corporation has grown nearly 14 fold from total assets of $560 inillion tCLslightly 
over $7.5 billion. Sallie Mae purchased $1.4 billion of guaranteed student loans in 
1982, representing over 1,690 transactions from ijistitutions in almost every state r 
the union. During 1983, Sallie Mae expects to increase its dollar volume of loan pufr; 
chases against the 1982 perforniance. Warehousing advances (loans) extended/in" 



1982 totaled approximately $700 million. Warehousing advances outstanding at 
year-end totaled $3.2 billion. Lowered interest rates suggests that demand for this 
service from Sallie Mae will diminish substantially iiyl983. Additionally, Sallie Mae 
provided $760 million of commitments to 39 institutions in 1982 to either purchase 
loans or- lend at a future'point in time. As of April 30^ 1983, such commitments, 
which are contingent liabilities of tiie cori>oration, totalled nearly $1.2 billion. ^ 

FINANCING OPM?^E MAE ' * • ' 

The most significant single developmejit in the fihandial area during 1981 was-ithQ 
negotiation of an agreement jyith; Administration ofPicialsTn March that set .ilhe; 
basic course of Sallie Mae's fiSnding activities for^^ 

ditional $2 billion of long-term finahcm^^ at the FTB (bringing the total of 

such borrowing authority to $5,bilUoB6 the corporation iagreed to accelerate the time 
schedule for re-entry into the ca]^tal markets to fund its activitiA^pecifically, the 
agreement called Tor Sallie Mae lo end its Borrowing from^ the FFB by September 
30, 1982, or at the time a total of $5 billidn of such borrowings was outstanding. 
Sallie Mae also agreed to enter the capital markets without the use of the full faith 
and credit guarantee of the Department of Education which was originally available 
until October 1, 1984. Working in concert with the Treasury Department, this agree- 
ment^provided a sound base for Sal)ie Mae to b^n financing its program acquisi- 
tions without federal support, as intended by Congress. ^ 

Saljie Mae raised $2 billion in 1982 and we are gratified that our innovation and 
expertise in capital formation enabled the corporation to meet its programmatic de- 
mands, aljbeit with the higher costs associated with fund raising in the private capi- 
tal markets. This was ac^mplished without raising our prices to our customers. I ' 
am pleased that in 1983 we expect again to offer service without riaising the cost of 
doing business to oiir constituency. In fact, during the pasft 18 months, we have ac- 
tually lowered the cost of doing business with Sallie Mae to many customers as we 
have passed through the benefit of operating efHciencies. Our plans forecast that in 
order to support the $6.5 billion plvj& annual growth in the GSLP in the foreseeable 
future, Sallie Mae mv^t be able to raise nearly $2 billion in each of the niext three 
years. Given the increasirfg depiandis for capital throughout the 'world, a strong bal- 
ance sheet arid strong earnings statements are Sallie Mae's assurlTtees that it will 
h^ve access to capital in the quantity necessary and price appropriaitel to support 
student financial aid programs during the 1980*s. ^ 
' We are pleased to advise ycfti that this year Sallie Mae' sold $250 million of pre- 
ferred stock to the public. Tfiie proceeds from this salte will greatly pnhance the fi- 
nancial strength of the corporation. The issue was sold in competition with stock 
* offerings made by many of the largest banks in the United States and was readily 
accepted iri the marketplace. It, is oiir belief that the success of this offerinjg was 
largely the result of the strong balance sheet and the long-term earnings fiecord of 
the corporation. Hopefully, sustained solid financial performance will continue to 
induce private capital to be invested in. Sallie Mae for the continued support of post- 
secondary education. ' ' 

' In calendar year 1982, Sallie Mae earned $68,715,000. Of that amount, $30,962,000 
was provided to^^pay the related federal income tax liabilityj $2,125,000 was paid to 
stockholders in the form of dividends, and $35,628,000 was added to retained earn- 
ings and was available for reinvestment, in student loan assets. The corporate retiflm 
on assets was .62 percent, or, stated another way, Sallie Mae earned 62 cents on 
each $100 of invested funds during, 1982. This was* a significant improvement over 
the .45 percent in 1980 and 1981 and reverses a downtrend that had begun in the 
lafe 1970's. Return on assets is a, measure of financial health by which institutions 
are evaluated. Sallie Mae's return on assets during £!!& past fgw years ha&been sig- 
nificantly belcjw the median of large, regional and money center financial institu- 
tions with whom we compete in. the bredit markets for capital. Income was en- 
hanced by the dramatic increase of program assets in latevl981 and 1982, efficien- 
cies in fund raising, and reduction of general and\. administrative costs per unit of 
.business. Many of these efficiencies wijil not carry over to future years, particularly,. 
as.the corporation's loan portfolio ^matures and goes into repayment.. 

(As an undercapitelized, highly leveraged financial institution, it has been the 
policy of the Board of Directora to direct the majority oLour earnings back into the 
^corporation and into its programs by building the capital account through retained 
earnings. Shareholders have been understanding of this nieed to retain earnings and 
for that reason have been willing to forego meaningful dividends as the corporation 
was growing.^ However, in order to continue to attract capital, Sallie Mae will ulti- , 
mately have tg act like othfer privately-owned, financial institutions in terms of its 



pdyout. The 



I Vjorpora^n '8 debt-to-equity was* 72:1 at year-end 1982, and it' was the. 

corporation's goal t6 reduce that ratio as quickly as possible through the two prif 
mary means available ^ us: retention of earnings and the s&le of equity or subor. 
dinated securities. With the. recent sale of the adjustable rpte preferred stock issue, 
we have substantially reduced our debt-to-eqUity ratio, but it is still "higher than 
many banks and most quasi-govemmeht entities with whom we.conipete for funds, 
-We are currently , evaluating the feasibility of issuing a security in the form of a 
student loan pass-through or participation CfertJficate. Also, we are examining th^ 
potential market and need for a common sjock ipsue. #, ■ r: 

It is also possible that Sallie Mae Will enter tl^ Eurocredit markets in 1983 y^ith a'* 
modest sized debt issue to introduce the coi^poraCion's name to that pbtentially vmu-v 
able sbufce of liquidity. Although such 'an issUe is unlikely to be indexed ^to U.S. 
•Treasury bills, it is expecte^that bfeing prepared fofeproper marke execution will 
Biiable the cbrporaton, to tap tlfes . market^ at a- propitious time and fit \a Reasonable 
cosk Preliminary planning for 'tfiis financing is already underway. 



INTERRELATIONSHIP OF SALUE MAE HNANCING, PKICING |>OLicY AND SERVICING * 

Sallie Mae's financing^osts- diriBCtfly relate to the cost of Sallfe Mae's progriams to*, 
its customers^" . / , . . ^ 

. In the investment analysis or pricing process, Salfie Mae estin^ates the net. earn- 
ings of a student loan portfolio over its entire life by projecting the ^ream of cash 
•llows which a given portfolio is expected to generate. Then, using net prieteent value 
techniques, Sallie ^Mafe discounts these cash flows to insure that exp^ted earnings 
are sufficient to cover forecasted financing, Servicing, and G&A costs, as well as to 
provide a planned return on assets. The. relative amounts and specific net earnings 
of these flows vary, from portfolio to portfolio as does th6 yield potential. One of the 
variables of major concern to Sdllie Mae is its cost of funds. Like any prudent finan- 
,ciar institution* Sallie Mae n\\ist insure a'' sufficient spread between the rates its 
assets earn and the rates it pays fo^'its sources of funds. A second Critical variablle 
is future servicing costs. While a .sfudent loan asset may bie^ on the cprporation's 
book^ for more than ten years, Sallie Mae has generally only been able^ to secure 
servicing contracts which extend one to three years. A third critical variable is Gen- 
feral and. Administrative Expense, or indirect oi^§yating costs. Sallie Mae has grown 
rapidly in response to the demands and needs of . its custon^er base and hopefully 
will achieve enhanced productivity over timp. Offsetting these savings will be higher 
expenses due to the increasing complexity of ;the GSLP, legislation and to the new 
producfts such aSoParent Loan Undergraduate Studens (PLUS) and Auxiliary Loans 
to Aid Students (AL^S). 'the seller-influenced characteristics of most critical impor- 
tance to the value'^ahd price of a portfolio are average indebtednesSi average 
number of notes per borrower, average expected months remaining in status, per- 
cent of serial borrowing and student ld^> rates. 

We would suggest that during the reauthorization process this Committee serious- 
ly examine the small loan problem. -The costs associated with originating and servic- 
ing a small loan continue to plague the GSLP, from the perspective of schools, 
banks and^Sallie Mae. This problem actually relates to most forms of consumer 
credit offeM by financial institutions. The high cpsts associated with small balance 
loans have^sulted in the raising of minimum intdebtedness requirements through- 
aut the banking and firfencial services industries. We should be able to reach a 
workable solution to these problems. • u-i 

Servicing of student lo^ns continues to represent a threat to the long-term viabil- 
ity of the GSLP. Adherance to current and prospective regulatory^.ihterpretations 
and law by those responsible for servicing requires constant attention to detail and 
a commitment of meaningful dollars. It is essential that alf parties be aware of the 
risk that servicing represents to the entire student loan system. During 1982, Sallie 
Mae increased from 10 to 12 the number of contract servicers acting as agent to 
collect its ' loans. Through December 81, 1982, Sallie Mae was collecting on about 
$350 million of student loans at its own service center, or approximately 11 percent 
of the $3 billion of student loans owned. The corporation has d^eloped its own soft- 
ware system at considerable expense and has that system fully tested and function- 
ing enhancing its collection capability and efficiency. Student loan servicing contin- 
' ues to be plagued by a lack of commgnality among the requirements of the ^various 
guarantors which results in a plethora of differing routines in the collection system 
for each state. Hopefully, some method will be developed fof encouraging uniformi^ 
where differences are not truly warranted The process is additionally impaired by 
the, rigidity with which regulations are interpreted, often differing in each of the 10 
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federal rfegions. I would hope that the.Congress.takes note of the operational^aspects' 
of any proposed changes in the GSLP so tliat the intent of the change can be man* . - 
aged Nvi^hin the framework of the existing bimking system. . , ' 4. 

Chafrges in the banking ^nd financial sprV!fees industry could have an imp^t on 
the GSLP. We anticipate continu ** movement towards interstate^ banking and a 
continuance of interstate and int -industry mergers. This trand is accompanied by 
continued expansion of financial .^rvices which' require a considerable amount Of ^ . 
systems and data processing support. We are not convinced that the- financial serv- 
ices industry's willing to commit large dollar amounts or give first priority for 
changes and de^opqient of student loan^systems: AdditiohaUv,' we are concerned _ 
about the willin^ss of the banking system to eommit the dollars to the primary 
market in guaranteed fiWident Ipans in the amount that current Office of-Manage-. * 
n»nt and Budget (0MB) and Department pf Education loan vjjlume projections for , .. 
thbaiext five years imply. We qje also aware of .the banking System s.lack pf^inter- . 
est in thej)arent loan programj primarily because; of the high costs a^ociated with 
imme(yate coUectipn,? operational problems, the impact on other lendmg, and the 
probability of change.. ■ ^ • ? - 

CURR^NTlSSUES - . 

federal Priority ' ' . . ' * \ 

We are appreciative of the support of the' Cbng^gsS in providing a"" technical 
amendment to Sallie Mae's enabling jstatue ih 1982 whid%rovided that "[t]he..p'riQr:' 
ity established in favor of the United-States by Section 34«5 of the Revised StatUtfes - 
^ (31 U S C. 191) sl^all not establish a priority over the indebtedness of the Association 
issued or incurred on or before September 30, 1984- "This amendment has created a 
temporary waiver as it is limited to* debt issued or incurred- prior to September dU, , 
1984, If this limitation is not removed before that date, Sallie; Mae will find itself 
unable* tpfinance its activities, to^fund outstanding cpmmitmentst and 40 fulfill its 
CongresSonal mandate of providing liquidity to the student loan market. 

We would point out that Sallie Mae*s authority to ask for the full faith and credit , 
guarantee of the federal government also expires on October 1,^1*984. "This >yould 
leave the corporation withouf any source of financing other.thE(n its line ofcrediUp;,^^^^^ 
the Department of the TreasOry. If that line of^credit was ever exercised, th^. QO^p^^:> 
ration's ability 1x) ev^r enter the public credit markets would be i» jeopardy, ^sserfc^^.^-. 
tially, the Federal PrioAy Amendment must be^tended if Sallie Mae is to contifl^^ 
ue. We cannot, in dealing with the public credit markets, afford to erode the conti- , 
d^ii& which has been built over the past two years. To risk even a hiatus inTunding 
activity^nvl984 is to create potential dire consequences for the future existanCe ot " 
the corporation. We .ask" you to ^ve serious consideration to extending the Federal\, 
Priority Amendment?;at the earliest opportunity. ^ . - - 

Loans to States ^ ' * „ * - A^' 

As"! indicated earlier.^lhe 1980 amendmehts olarified Sallie Mae ability to lend' 
direttly to states. The Department of Education has reviewed the statute and: con- 
cluded gaat states borrowing &tm Sallie IVTae on d direct basis would qualify^ for 
only ^Kalf special interest alfowance. Many states , have approaches^ Sallie Mae^ 
d^uring difficult tim^s in the student loan revenue bond^arkets, seeking tinancmg 
from Sallie Mae. The interpretation given to Sallie Mae's authority,, however, Tias ^ 




tax-exeihpt revenue bonds. The^acqiiired asset will have a life that is considerably 
longer. To the .eytenfe that refinancing is prohibitively e^tpenswe . or that lewslatiye 
change either limits^ or exclude th^ ipsUance of sti^eilt loan-revenue bond9, ,it is 
absolutely egiential that alternative funding be available- to the states. Using data 
from the Congressional Budget Office, the Joint t^ommittee on Taxation, and the 
Department of/Education. we have estimated that.Hhe use of a loans-to-states pro- 
gram would Substantially reduce costs fo the Federal Government relative to the 

The Departrnfent of Education suggegld ihat as an alternative, Sallie Mae rnigh^ 
pursue becoming a>direct lender in^ihose states in which demand cannot be satisfied 
through a Loans to States ProgramSSallie Mae would prefer to deal in- wholesale 
rather than retai^programs but, more>^?iportantly, with a strong existing^ structure 
' of established state guarantee agencies, it would be inappropriate to byi?as^»-or rei^ 
licate these institutions in providing retail services in their states. We are gratitiea 
that the majority and rtiinority leadership of the House and the Senate communicat- ^ 
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^ ed with*. the Secretary of: Education that thd Department's position was inconsistent 

with the intent of the orlgilfial statute. It is our uriderstandirig that the Department ^ 
of Education is supMrting a technical ani^hdmertt to the Statute which would allow 
states to receive full spedial allowances on loans made from funds advanced by us; so 
long as we treat the income oh such^advances as taxable. . ' 

■' • Disclosure Rules ;* ■■; ; . ' • ;•. 

I t^tiOed hefore this Subcommittee ii;i February on the operiational problems asso- 
p ciated with the fiiew student disclosure provisions enacted Jn the Student Financial 

Assistance Technical Artendments Act of 1982. 'I sincerely appreciate your iefibrts, 
: Mr. (^wrman, to hdp rerolvevt^ 

PJv<ivision8 cofld cost SalUe^J^ 
• students. . : ' \r<\:.r\,- ^ ^'/r ■ I \ ,r r } ^-..r^ , ;\ •"•..-/j;:;;,: 

pp:- .We, of course, would, look forward to working with the Subconimittee in working ~ 
f - out^ apprbpriate TOli^tiohs to'^thev^ur^ 
^ ; believe that useful and complete, loan' ihfonnation (^^ 

borrowers in a way that is readily compreheniBible to them and that'sucli disclosures 
.^can be made, both at the time of the origination of the loan and at the time of loan 
repayment, in a manner that can be accommodated by the feiutoma'ted dfervicing sys- 
^ . . terns Hjurrently usedjln the GSL Program. ' • 

Acquisition of a Financial In3titution\ * " - ; ^ * . 

* Mr. Chairman, we recently Wified this Subcommittee and the Senate Subcdm- 
mittee thqit the'Sallie Mae Board of Directors voted to authorize coriwr&te manage- 
ment to puraue an acquisition of a fmance subsidiar^^ ■ 
. The subsidiary financial institution would, of cours§; remain subject to the same 
y- statutoiy liniitetiqns placed on the parent corporatioaby (^ 

. the Higher Ediic&tion Act, : .r » * * 

The acquisition; ojf a fin^ce subsidiary by S^dlie Mae would add. operational capa- 
bilities not now available to the corporation and would greatly facilitate Safiie V 
Mae's efforts to support the student credit market. As aji example, Sallie Mae could 
begin to in vtfst funds in state^issued student loan revenue bonds, providing support 
for these bonds at all times; iTie flifuisition would also afford Sallie Mieithe oppor- 
tunity to expand its servicing capacity and to utilize a new source of funds— custom- 
er deposits— in support of Sallie Mae progriiiis. These activities, we believe,^are de- , 
. sirable to support student credit and responsive to problems arising in the market. 
The possible wjquisition of a financial institution has been under exdminatioaibr 
over a year. We have determined that acquisition ofja small Savings and^loan associ- 
ation would-be th^K most appropriate'^.vehicle to accomplish Sallie Mae's purposes. 
TJnder the Gam-St*Germeiri depository Institutions Act of 1982, such an institution 
• "?^y ^ converted from a t^iort^^ge based institution to a student credit institution^^ 
. Following the acquisition, mortage relafe4 assets, to thi^bxtent possible, would be 
. liquidated, at the earliest opportunity and replaced with^hideht credit assets. Thev, 
onjy activifies not related to student loans which would ^continued after an acqui- 
sition would be those incidental activities necessary to maintain the deposit base or ' 
required by regulatory authoriUes:^^ ^ ^ : / ^ , v$ 

V : r. P^airman, siimplj; putl^ Sallie Mae's acquisition of a financial intermi^ary---a 
financial institiition— will expand our capacity to seiiT^ our customers emd 
\ purpose. By utilizing the resources of an existing financial institution, ^lie Mae 
. will buid a better base for deliveryfof products and service. Wef "are continuing to 
. ^ discuM this acquisition with Ck)ngressional staff and wiU^ ' 

* ' ./^Loan Consolidation:^ ^ ^ * ^ ' ' - : 

^Mr. Chairman, ^ you are aware, Sallie Mae was jauthorized-to provide a program 
5:; ,. of loan cbnsolidation in the Education .Amendments of 1980. We imve successfully 
: ri;#i? created and marketed OPTIONS to students for two years. As you are also aware, 




cants on June 1, 1983, of the significance of thid date'.,Applicationrf not fully com- 
plete^d and returned iflLtime for Sallie Mae to disburse prior to JUlJr 31,. 1983, will 
not be processed furth* unless the enabling statute is l^uthorized. Sallie Mae has 
expended over $2 million in creating the OPTIONS Pro-am. We respectfully re- 
quest that £allie* Mae's consolidation authority T)e,extended. , n V 

I will be testifying before this Subcommittee on June 8 and I will' at that time 
provide far Sreater detail >is to the Sallie Mae OPTIONS Program and our concerns. 
> However, I woul^ike to make tffo points. First, loan consolidatedand the process and 



' procedures by which,a ponsolidated loan is created are extremely compl^k. Servicing" 
of graduated repayment loans is also extremely complex. I cannot emphasijM too 
strongly that the structure 'of any loan consolidation program is critical. The simple 
fact of c^olidating ji student's indeBtedness is inherently so complex that the 
structure ^f the program' shojijd not add t6 the problems. We look forward to working 
with thiS ;Cojnmittee^and we look forward to continuing to offer the OPTIONS 
Program; ^ - ^ / : , ■ ^ ' r 

Second, Mr. Chairman, as a business man, I cannot lendorse the concept ot a mo- 
nopoly. Your Subcommittee has the difficult resp^msibility of determining the policy 

; implications of program costs to the'-fedejal Government. Sallie Mae would like lo 
continue to offer OPTIONS, We, however, le^ve to youf judgment and that of the 

t:^ Subcon\mittee what other consolidation programs and the cqbxb 

p ' to the Fedleral G6venirtient;^afflOciated^ Sallie Mae 

- will neither r^iiest nor do we require:a irionopdly^^ - ' ; 

' Mr. Chairman, Sallie Mae has recently celebrated its Ibth annivereary. SaUi^^ 
Mae's development indicates that the private sector can create and mriiiage a vehi- 
cle to meet public service goals. Over $9.2 billion iii support of student credit has 
. been provided by Sallie Mae in ite 10-year history^ We look forward to continuing to^ 
support student credit through the private capitial markets. o J.y" 

> - -'^ . ; •• .; ' • 

Studeot Loan M/uiK|nncNG AsscK^ 

A STATEMENT OF ITS PUIlt>OS1^ FUNCTION, AND OPERATING PKOOB^ 

Established, by the. 1J97^ Amendments to th^ Higher Education. A<^of lS65, the 
Student Loan Marketing Association (Sfllie Mae): is a federally chart^Jred, privately 

' owned corporation. , V\ ' 'tii^' . ^f.y . ^^y-^/'- i^t^' '■' . 

"The Congress hereby declares that it is the purp^^f this sectiom Jx) eStoblish a. . 
private corporation which*will be financed b}c private capital and wM^^wm serve 
as a secohdary market and warehousing facility for student loans^^^^i^Mi 



as a secohdary market and „ ^ VToi-i c ino* 

will provide liquidity for student loan investments, . [20 U.S.C, Sec; ;40p 
v Shareholder-owned and controlled, Sallie Mae 'was established tct^support the fed- 
eral government's Guaranteed Student Loan Program (GSLP). .The>:GSLP is a pro- 
gram of federal iril^urance or reinsurance for loans obtained by jstudents from stpte 
or private sources. Under this program, students obtain credit primarily from pn- , 
vate lenders yjrifh the government providing insurancecagainst defaults as well as an 
interest subsidy to the borrower and a special allowance to the lerider. > ■ ; 

In 1976r the Health. Professions Education Act established a program of federally * 
insured loans to graduate health professions students, the Health Education Assist- 
ance Loan (HEAL) Program. The first HEAL loans were made in 1978. Sallie Mae ^ 
authorized to provide a secondary market for loans made ynder this Program. 

In 1980 and 1981 Congress broaden^ Sallie Mae's prggram and borrowing au- 
thorities wmch; among other provisions authorizes the Iborporation to prpvide a pr^ ^ 
gram of lo^n Consolidation to eligible borrowers, authority was vested m the Doem,, 
w Directors of the corporation to approve other activities and programs deemed by 
the Board to be supportive of the federally iijsured loan programs and ^student 
•credit needs^enerally. ■■" • j 

. Congress created Sallie Mae in a manner similar; to other government sponsored 
corporations. The purpose of establishing a secondary market was to enhance the 
- attractiveness of student loans to banks and othfer primary lenders, thereby generat-^v^ 
ing more private capital for the student loan marke*^. Sallie Mae was mtended to^, 
provide lenders with a source of liquidity^^a nation^,: accessible secondary market <s 
where lenders could sell their student loans or borrow (warehouse) on the collateral - v 
of thoseJoans. Program users were expected to provide the equity capital for the* 
corporation and were expected to proviae the equity capital for the coh>QJ*ation.and 
additional funds were to be obtained through the sale of government foiaranteed 
debt obligations. The corporation was to use these funds to purchase or ^arehouse 
student loans. Jn this way, Sallie Mae would support the Congressional Objective of 
maximizing private capital participation in student loan financing, consistent with 
the assurance of lofen access by borrowers. In meeting its responsibilities, Sallie Mae ^ 
is subject to review not. only. by its Board of Directors, but also by the federal gov- 
ernment andvthe Con^^s. This pattern of oversight requires Salhe Mae to balance 
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ness, musl abide by reg;ulations a^plifcalife to alVholders ^f GSLP loans including 




terest requires i, viable a;fdequitabU% of 'student (Jredft whW-wil'l operate 
n^ore effectively with th§b{|upport of a national seconflary marfcet^Secon4, that a 
^ohdary «|iarket motiy^tea by private sector objectives represferifs the least expen- 
sive a^d most elTiaehl'jne^ ;'r.:-:y * . 

While Sallie Mae. to nf^ithfer rediestednor received.any appropriated funds, Cbn- 
gress d|d enabled the^^corporation ' " ' " - - ^ 

, credU of the Um^r^tati^ suppo^ 
^/$4()Cr million in t Be private deW 
j;^tid)li8hmexit';M 

JgJ??^;t^jJihigher^lJ^|^^ 

it^tnoee'^htines utilizuit 




^ borro%;tlyyUgh 1984, with the fUft faith ahd 
liflg lts debt^In 1978 aiid 1974, 
iarket« ais a riew;* tiri^ted cbrporatiorLT frnt the 



^4' 



intent beS 



ne Bante wj^B y i 



n^the fiflr faith and 



V 5 ^^"^^l^^t/^ should uw the PFB in iiie of^^nnore ^^drtlnated cost ; 

V A ^ ^ ^ ' . ^ 



^ efficient ap 



terb&ifl 




Bached an agreement with the U.S. Treasury Depart- 
-^•^ the FFB and re^ifter the capital mwkeCs without 



iifoach to financi] 
m .Sallie Mae _„ 
iftii&'its^ botMwing; fWa: 

rfuU'fmth Mid crediVguar^ available thrSjigh Sep. 

4.^Under ttiis^ agreement, tne corporation was eligible to hontow upvto $5 
a long-term, variable-rat§ basis through September 1982. The final bdfrow- 
^ftg^r tni8 agreement oocurtredj ii Jan uary 1982. ^ .\'^ ' ^ 

!J#ticipation.or completing theJTB b^rrowmg arrangement. Sallie Mae ^tab- 
[led^'a DiAcount Note Proj^am ia.May 1981: These short-term securities provided ' 
pcorpo^&tioh with a vehicle by>hich it could intrijduc^ itself to the market while 
loping a. reliable and flexible source of funj^: The average balance of discount 
sn)Utetandingduriii^ the-firstquarterDf 1983 was $350 million.' ' 
e transition to the private.jcapit^l markets continued iftiring 1982 a^ffthe first 
[Uarter of 1983 through, thie sale of short-and tnftermediate-term nbtesV The n^jt^s are 
on-CTaranteed, unsecur«Ki obligatiogi of Sallie Jtfae. In 1982, ^the corporation 
^uedi in three separate .transactionsnloating-rate \le|)t^totalling $650 miUical. The 
corporation . also ,exec\ited two master note agreenjents totalling $100 millibn with 
. 'JJSo" x^.*®"^ ^^^^ one year. During the latter half of 1982 through March 31, 

1983, the corporation* issued a total of $1 billiah in fixed-rs^^ ^btt The interest obli- 
W Jo nations in the fixed-rate de^t^vere tr^fiptmed into floating-r&te obligations^ en- 
iftL^^-^nngvintd interest exchange agreements with indeperiflent |)arties to mafee periodic' 
variable payments in exchange foi* periodic fixed payln^^ts.,- ' 1 ' * 

On March 1, 1983/ Sallie Mafe issued. $250 mlilion non-Vbftng, a(yus&l(le-ra£e, 
f "n^^lative preferred stock, which pays dfvidends '±hat fiuctuate witK U.S. Treasury 
p interest rates,' The. preferred stock provides a'dditional equity ?iefcded to bolsJ;€!r«the 
^ cori^mtion sjcapital position. » * ^ ' 

By .statute, Sallie Mae's voting cornmon atocjc can only be owned by eligible finan- 
■ • cial and educational institutions and the jncjority of its: directors are elected by 
' thosevShareholderSv Qmgress created Sallie Mae in' a manner, similar several " 
^' ^y^K cpriwrations in that the constitutency, &)r whom,. the cqrp(^tion was estab- 
lished, was expected to pravide the underlying capital. Sallie ^e.^raised $24 million 
• I in tfte, private equity markets in 1974. As of March Si. 1985,- tbtaL^hockholders' 
. equity, including^ preferred stock and, retained eaAings, 'w^ appr&cTmately $360 
I nailhon. Since Januanr 1,^981, the corpotation's Boaixl of iBt^torp may also au- * 
thorize the issuance of non-voting commoh stock to the generdl^ublic. 

V United States appoints one-third of tife^l-member Board of " 

Directors^ and designate^ the Carman from among the Atembership of (the full . 
Board. Sallie Mae's enabling, le^lative provides fpr the irivMvement in fhe^corpora- 
-^o^iv® ?nancing' activities by the Repartment of EdUqatidt-tonly with''fegard to • 
Sallie Maes guaranteed, debt financing) ^nd the Departmen^t)f1^^^ 
' J ?, Treasury Dej^rtment is required by statute^o provide the President of the 

United States and the Con^ss with a report* on Sallie Mae's operations. Sallie Mae 
•ialso 18 required^to tfansmit to the President and Congress an annual rep6rt of its 
/^activitieft* and operations. . > , > 
V. In recognition of the Congressional intent that it exercise direction anil control of 
the corporation,, the Board of Sallie Mae has, from its inception, provided an active 
stewardship over the corporation. This is in keeping with the dOtegSiirfation of Con- 
. g*ess to structure Sallie Mae alMig traditional corporation lines,^wi£h total responsi- 
bilities in the hands of a ^ard dfDirect^re anjl a management teams'/ 
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Sallie Mae's enabling legislation requires the corporation to balan(fe its public and 
private interests to assure the corporate financial and program objectives are in 
support of the GSLP. Sallie Mae, as a private for-profit corporation, is not expected 
to. assume -risks which would have a materially pdverse effect on the corporation's 
ability to>operate as a viable secondai^ market. Identifiable risks to the corporation 
come fn^m regulations, operations, and financial and ecpnonjic fluctuatio;;^s. Sallie 
Mae also is a public jJurpose institution chattered by the'go^ernmeiit to support na- 
tional goals in the area of student credit. As sUfch, Sallie Mae is expected to play a 
leadership role, witWn the bounds of sound financial ,prQctic0, in encouraging and 
supporting lenders in the* continuation of GSLP lending activity .and by setting 
standards which are wfdely acknowledged as supporting sound loan origination and 
administration, '• \' : . • 

An examihation of Sallie Mae's program activities Under Itp Loan Sale, \Vafehous- 
ing Advance and Commitment ProM-ams reveals the extent of the corporation^ sup- 
port of the GSLP and the national objectives* set' forth by the Congress. Under its 
enabling legislation, Sallie Mae is authorized, pursuant to commitments or.other- 
wise,' to make advances on the security of, purchase or repurchase, service, sell or 
resell, offer participations or pooled iriter^ts, ot otherwise 'deal in. federally insured 
stud6nt Joans or student loans that are insured by state or private guarantors par- 
ticipating ii) the GSLP. In 1981 Sallie Mae was authorized to provide similar second- 
ary market services for non-insured student loans. •The corijoration is prohibited " 
:^om dealing with institutions that . di^iminate on the basis of race, sex, color, 
cfwdror-national brjgin and^Irom^d^ahftj^.iwith an commercial bank with deposit, 
in excess of $?5 million, wWelioifiquIre^Vii^^^^^^ wi!t}y;he student or 

his' o r hfer family as a condition to recemi^gflastuderi^^ ■ / 

Under it Loan Sale Program, Sal liie^M^€^^;offei^ to purchase loans made under the 
GSL and HEAI^ Programs. The Loan Sale Program provides funds to lenders and, 
because the corporation utilizes a network of third-party servicing agents, relieves 
■ those lenders of the administrative considerations relative to loan servicing. 
Through its Warehousing Advance Program, Sallie Mae provides liquidity to lenders 
against «the collateral' of their existing student loan portfolios of otnor US. govern- 
ment iss.ued or guaranteed obligations. By statute, institutions vfith advances colla- 
teralized by insured student loans must either reinvest all ^dvance proceeds into ad- 
'ditional guaranteed, student loans or maintain a specified student loan portfolio 
level throughout the term of the advance. Institutions offering other collateral must 
fully reinvest all advance proceeds. Sallie Mae also provides tfie assurance of future 
funds through thie issuance of forward commitments. These commitments for both 
•the Loan Sale and Warelhousing Advance Programs, have enabled many state and 
- private lenders to Maintain lending arrangements through the assurance of contin- 
ued student loan credit. . ^ 

The provisions of the Ekiucation Amendments of 1980 and the Postsecondary Stu- 
dent Assylfetance Amendments of 1981 provide a msyor jfhallenge to the corporation. 
In addition to broadening the corporation's flexibility in meeting liquidit)^ needs as • 
a secondary market*, Sallie Mae was also authorized to ber skitive ii^ the student 
credit market on a limited, direct basis. Spfecific provisions authorize the corpora- 
tion to consolidate and refinance student loans, lend funds directly to state agencies 
where there is a certified shortage of loan capital, to serve as a direct lender or 
guarantor in states where there is a severe student loan shortage, to provide second- 
ary market support for non-insured student loans, to purchase and underwrite stu- 
dent loan revenue Jbonds, and to provWe sucji additional services as determined by 
its Board of Directors to be supportive^f the credit needs of students. , j 

^ince'inception,#illie Mae has mt^de available over $9.2 billion of support to lend- 
ers under the GSLBrthY^h its Warehousing Advance, Loan Sale, and Commithient 
Programs. A^ of March 31^4983, Sallie Mae's direct investment and commitments 
totalling- $7.5 billion in the GSLP was eqyal to approximately 30 percent of all stu- 
dent loans outstanding. • • . - 
In ten years of operation, Sallie Mae^has worked vvith more than l,600^1enders in o 
51 staties and territories. These institutions include commercial banks, thrift institu- 
tions, credit unions, educationaL institutions, state agencies, and state secondary 
. markets. Statj^wide direct loan and secondary market programs which have received 
■. assistance froin Sallie Mae include Colorado, Florida, Califoi^ia, Michigan, Minneso- 
'ta, SoUtk Carolina; Kentucky, Kansds, Virginia, Mississippi, Oklahoma, West Vir- 
ginia, Iowa, Tennesspee, Connecticut, Utah, Alaska, Wisconsin, and the District of 
Columbia. .. \ 

Sallie ^ae routinely does business with . institutions pf all types and sizes. These 
institutions include money center and regioiial banks as well as community oriented 
banks and thrift institutions and state agencies. 



In terms of its business practices, 5allie Mae differentiates between high-riqjc*'' 
lenders and hi^h-risk student Joansr Sallie Mae does not purchase loans unless they 
have beeu originat^ and maintained in compliance with«a{^ropriate statutory- and 
regulatory requirements. However, the corporation does work with those institu- ^ 

aions that are not in compliance to improve their understanding of these program 
reljuirements and generally has been able to complete transactions with the most of 
them. Sallie Mae believes that it has the r^ponsibility to purchase portfolios of 
loans from lenders whose origination practices are satisfactory, even though some of 
these institutions may have shown relatively high incidences of default. As such, 
Sallie Mae^s portfolio contains an above-average number of loans made by open* 
acceite lendifig: institutions. Many institutions have Indies^ that they would not 
support the GrSLP without Sallie Mfie standing by as a secondary market outlet for 
the loans they originate. . ^ • : 

..Not Em primary lenders are willing or need to utilize the secondary market: For 
many financial institutions the yields on these loans as well as other institutional 
factors encourage retention of student loans. However, knowledge of the existence of 
an accessible secondary market provides confidence to these lenders should they 
wish to utilize Sallie Mae. - * f 

Sallie Mae recognizes that as a secondary market, it has an important role in en- 
couraging the primary market to lend to^udents in a nondiscriminatory and .equi-» 
table manner. This understanding pervades Sallie M^e programs which reflect stat- 
utory requirements designed to encourage institutions to deal fairly with student 
borrowers. It is also reflected in the terms of the programs Uiemselves, which at- 
tempt to balance the interests of lenders and the npeos of Sallie Mae in a recison- 
able fashion. Sallie Mae also is deeply involved in assisting several states in their 
efforts to encourage student lending activities through the development of a direct 
lending capacity or in the establishment of effective state student loan guarantee 

•.programs. In addition, Sallie Mae actively promotes the use of its secondary market 
services to the financial community in the»belief that the assurance of its support 
and participation will encourage the flow of private coital into the GSLf*. 

Sallie Mae is, under its Charter, a private corpoi;atioii governed by a Board of Di- 
rectors which is in part elected by shapholders and in part appointed by the' Presi- 
dent. Sallie Mae^ primary public goal is to improve a?ce& to sti^deni loan credit for 
eligible students and their parents who wish to finances postsecondary education 
through the Guaranteed Student Loan Program or th^ Health Education Assistance 
Loan Program. The corporation's position as a government-chartered enterprise im- 
plies a responsibility . to encourage public, interest objectives consistent with sound 
financial practices expected of a private business. The pursuit of these goals under 
ita Charter is fully consistent with the intent of Congress and reflects a balanced i 

-approach on the part of Sallie Mae with regard to meeting its public and pdyate 
goals in support of the GSLP. P 

Student Marketing Association Balance Sheet, Mar. SI, 19^3 

Assets: l • . Millions 

Student loans pu^hased, net $3,434,8 

Warehousing advances ' 2,956.7 

Cash and short-term investments 791.8** 

Other investments ^ 136.'3 

Other assets. ...^^^ , ; 204.2 



Total assets .\...; 7,523.7i 



Liabilities and equity: . 

Discount notes „ (C. 91.8 

Other short-term debts „ 383.5 

Intermediate-term 4ebt ' 1,450.0 

Long-term debt : 5,000.0 

Securities sold— not yet purchased . 136.6 

Other liabilities 103.4 

Total liabilities . ...x » ; 7,165.3 

Stockholders' equity 358.4 

Total liabilities and equity...^ '. 7,523.7 

Commitments outstanding: 

Commitments to purchase ........ ..\ ; 935.6 
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Lines of credit....: ^ » 201 A 

Total commitments outstanding .Vi... , • ... 1,143.0 

Prepared Statement of Edward A. McCabe, Chairman of the Board, Student 
Loan Marketing Association (SAiiiE Mae) . 

Mr. Chairman, I am Edward A.- McCabe, Chairmha-of the Board of Sallie Mae. 
With me today is thecorporatatio^'s President, Edward A. Fox. 

If we may, Mr, Chairman, I would like to comment first— because my remarks 
are more general.^ Then Mr.; Fox will add his more specific commentary on Sallie 
Mae's programs' and oper.ations— including a couple bf matters that involve legisla- 

Sftsaking for the Board of Directors, and for the* fulltimd management of Sallie 
^ Ma?as well, I want you to know we appreciate this opportunity to meet with you. 
We want to do what we can to make thffese hearings useful Cb you and to the wh^vle 
Congress. They are very helpful to us because they make us lake still another look, 
in "public, at how we're doing our job. . \^ \ 

There are many facets to that job of ours, ^d they tend to become more numa^ 
ous as time goes on. But the essential iob you gave us, whatever, its facets, is td\ 
serve the ne^ of student c/edit. That is bur central assignment. I believe we are 
handling it well, and I can asure you we are constantly trying to do it even better. 
It's probably worth saying here that there is one thin^ we don't do and donl^Se- 
' lieves we should do. We do not involve ourselves in the process of making policy for 

federal, or state help to students. That is the job of^jfeople lite yourselves who are 
\A elected! We have plenty to do in the area of responsibility assigned to us. But, if 
,/ every now andlthen our technical competence would appear useful'to . you as you 
> assess fiie.p«>bable operating impact of a polipy^ou are considering, we will be gleW;^ 
to respond to y6ur call on that limited score. 

You'll note I use the tfirm "we," and the word is a good one to describe the y/ay 
the Sallie Mae Board and Sallie Mae management work together. This as s 21- s 
member Board and we're all-outsiders; that is, no director is a Sallie Mae. eir^loyee, 
and all of us have full-time occupations of our own. There aren't too ftiar\y corpora- 
tions where all Directors are outsiders, Mr. Chairman. So it's a tribute U> the board 
and to the dedication of Mr. Fox afnd the whole management team that Board and 
management not onljffgfet along well, but also function well in the interest of Sallie ^ 
Mae's mission— ahtihofSallie Ma6^ shareholders. Every Director devotes^ substantial 
time>Q Sallie Mae affairs.* All serve on committees— Finance, Audit, Operations, 
Emd so on. The full Board meets every other month^the Executive Committee as 
needed in between. In all thds, we work closely with management, It would be a rare 
* week indeed where our President, Ed Fox, and I don't review several matters— per- 
4 sonnel, programs, or plans— where the interplajr of Board and management are re- 
qired. Another example— we did some pretty mnovative financing this past year. 
This involved the Board, working with management. But spot decisions need to be 
made in that type of activity, and the Board made the Finance Committee Chair- 
man its clearance point for management on every mcgor financing step we took. TJie 
Board sets policy for the corporation, but top management is involved in that proc- 
ess with us and sees to the execution of that policy. And here, Mr. Chairman, I wawt- 
publicly to thank every Director for the eneifey, cooperation, and experience each 
provides us and for the special help all have/given me. And in precisely the same 
vein I also want publicly to commend the ex^flent work of Ed Fox and the manage- 
ment team he has directed 'since we hired him jis President just about ten years ago 
today. We've aged him a bit, but he's still wetty agile! * 
« Mr. Chairman, this corporation has eryoW enormous growth in ite ten years of 
^ operations. For example, the Ware-housing Advance Program, by which money is 
loaned to lenders so they can make more student loans, had grown to $3.2 billion at/ / 
the end of 1982. The Loan Sale Program, by which existing loans are purchased/ / 
from lenders, had by the end of 1982 reached the same $3.2 billion level. And at thel Jo 
end of that first decade, Sallie Mae had business transactions with more than 1,700n^ j 
lenders, nationwide. Along with its growth in assets— and we now have piore than 
$8 billion in corporate assets— Sallie Mae has also grown in the complexity of its 
operations. We have instituted a wide range of progrSims to provide liquidity for 
lenders and to support the Guaranteed Student Loan Program. 

The Community Lender Program, the Seller/Servicer Program, the Government *t 
Securities Advance Program, and the Loan Consolidation Program are a few exam- - 
pies. Also, and this is a very significant development, Sallie Mae over the past year 
V has been raising all its operating funds in the public capi£fi^l markets, ffltereoy secur- 
ing funds for its support of the Guaranteed Student Loan Program from private. 



non-governmental sources. And, Mr. Chairman, it's gratifying to be able t<i report to 
you that our equity and debt offerings have been well receivwliin the nation's finan- 
cial marketplace. Earlier this year we sold $250 million of adjustable-rate, cumula- 
' tive Dreferrod stock, the first stock pfi^ering by the corporation since 1974! You wiir 
r* recall that the law specifies that our voting common stock can be held only by those 
i postsecondary educational institutions or financiafl institutions that have qualified 
as lenders under the GSLP. * 
You should also know that our shareholders at this year's annual meeting ap- 

• proved-an employee stock option plan that wMl utilize non-voting corilmon stock. 
And as a current development, the Board laim^eek directed that management, as 
part of its strategic planning, study and report the Boprd [in July] on the capital- 
izatlQn4)f the corporation, including various alt^mativod to broaden Sallie Ma/s 

^shareholder base. 

^Ii>i8 iim>brtant^^ sharehblde^bwned^^ w^^^ * 

cientprofita to be able to continue raising funds in the public capital marketai 
itability of the corporation; must be viewed in those capital market terms, becciuse 
without a strong balance sheet Sallie Mae could not raise the necessary capital, 
nearly $2 billion annually at this point, to provide the required support of student 
credit. 

To do its assigned joSHfeUie }/iae must respond to the changing needs of the 
Guarantee Student Lokn Program. To this end we are regularly examining a range 
of programs to suit the varying needs of different lenders, and to respond quickly to 
changes in the basic loan ^program. I mentioned earlier that we have taken a 
number of innovative financing steps, and we have triad to keep your subcommittee 
apprised of those steps— because we want you to know what we aretloing, and why. 
For example, we recently reviewed with you and with other ^^ropriate governmen- 
tal groups our interest in acquiring a finahcial institution subsidiary. We would 
take this step, not because we are interested^nn going Into the banfang qr S&L 
business, but because this type of subsidiary seems to us the most practical and ef- 
fective way to support the growing volume of student credit represented by student 
loan revenue bonds. * 

As I.said earlier, thjure are significant things we do, like those I've cited, and we 
want you to know aboUt them. We won't burden you with every detail, but I prom- 
ise you we'll continue to visit with you about the more important steps, the sjzable 
steps, and some of tie just plain interesting steps we take — even though they very 
likely won't require Any legislative action. To repeat, we want you to know what we 
are doing-rand why. 

Now 'rind then— and we have a (Couple Mr. Fox will discuss today— therte will be .an* 
item or two where we believe legislation is called for so we can do our job better. 
Finallyi Mr. Chairman, let me say for Sartlie Mae that as we continue our support 
^f student credit, we applaud the fact that other entities are moving into this field 
. T00.;The market place is out there for all, and we seek no monopol};. I want to em- 
^ phasize that, Mr. Chairman. We ask no monopoly. We expiect to thrive with compe- 
tition. We think we can do this job in a more efilcient and more cost-effective way 
'than anyone else. So I'll put everyone on notice that we're going to continue trying 
to do just that 

Thank you for the time, Mr. Chairman, and thanks, too, for your committee's in- 
terest in the work we do. After Mr. Fox's remarks we w^M^y to answer any ques- 

• tions^ou have. / 

STATEMENT OF EDWARD POX, PRESIDeSt OF gi\MA (SALLIE 
MAE), ACCOMPANIED BY EDWARD McCABE^^ CHAIRF^AN OF THE 
BOARD OF DIRECTORS FOR SLMA (SALLIE MAE) 

Mr. McCabe. If we may, I would like to coroment fi|st because 
my Remarks are more general. Then, if it's all righ^with your 
scheaulipg, Mr. Fox would add his more specific comnferitary. 

Mr. Simon. Fine. I might add for you as for the ojther witnesses, 
we will enter all statements in the* record so if yqu wish to just 
summarize, informally that's perfectly proper.. 1 

Mr. McCABsrrWell, I would prefer toMo that, Mr. Qiairman. 

Mr. Simon. OK. , , v ^ / 

Mr. McCabe. I am Edward A. McGSit* I amyah attorney in 
Washington, with the firm of Hammill, H&rtiwMoCalir & Saunders 



24 



and, as the Chairman mentioned, I do serve as the chairman of the 
board of directors of Sallie Mae. 

I might say as an aside, Mr. Chairman, on a personal note, I am 
always particularly pleased, Mr. Chairman, to.be back at this com- 
mitted. In an 'earlier life, when you gentlemen were not yet full in- 
volved m public affairs, I had the privilege of serving as general 
counsel for this committee and so anytime, j' hear of anything 
commg out of or have the opportunity to be With the Committee on 
Education and Labor, I am delighted and^ifs kind of a pe'teonal 
coming home, ^ 

Mr. Simon, WeVe doubly pleased to. have' you here, Mr. McCabe,^ 
; Mr, McCabe, I might say the^only member of the committee wtto 
is stilr m active service iiere, who was here when I was counsel' is 
the Chairman, Mr. Perkms. He is a friend of longstanding and I 
am delighted to be with all of you. 

Let me say, Mr. Chairman, and I will have to ad lib as I go along 
here along with the prepared statement, that speaking for the 
board of directors as well as fbr the full-time management of Sallie 
Mae, I want to emphasize how pleased we are to have Ihe chance 
to come here and meet with you because we want to do all ^ve caA * 
to make these hearings ae useful to you and to the whole Congress 
as possible. T)iey certainly i. are helpful to u^ because they give us 
still another chance- to review and to do it in public— how we are 
doing and what we are doing. 

We are doing a number^jof things. The facets of our job become 
more numerous as time gbes on, but the central assignment you 
gave us is^o serve the nfeeds of student credit. That's our job and I 
believe We- are handling it well and I want to assure you that we 
are constantly trying to do it even better. 

It is probably worth saying that there is one thing that we don't 
do and don t believe that we ought to do. We don't involve our- 
selves m the process of making policy for Federal- or State-lielped • 
students. We view that to be the job of people like yourselves who 
are elected. We have plenty to do in the area that is assigned to us. 
But every now and then, it does happen, our technical competence 
might appear useful to you as you assess the probable operating 
result of some policy you are consid^ing, if that is the case, we 
will be very glad to respond to your call on that limited kind of 
score. But we don't want to involve ourselves in the policymalcing 
of education aid as such, ^hat is not our role. 

I doiuse the term "we" in describing the way th? Sallie Mae 
Board and the Sallie Mae management work together and I think 
itis a very apt term. This, as you may recall,'is a 21-member bdat'd 
of directors and we are all outsiders. That is, no director is a Saflie 
Mae employee. All of us have full-time occupations of our own. 

There aren't too many corporations' where all directors are out- 
siders, Mr. Chairman, and I view it as a tribute to the board and to 
the dedication of Ed Fox and his management team that this board 
and management not only get along well, but also function well in 
the interest of Sallie Mae's mission and of Sallie Mae's sharehold- 
ers. 

Every director devotes substantial time to Sallie Mae affairs. 
Each serves on committees— -finarice, audit, operations, and so on. 
The full board meets every other month. The executive committee 



30-776 0-84-4 



22 

meets as needed in between. In all thia we work closely with man- 
agement. It's a rare week, indeed where our president, Ed ^x, and , 
I don't review several matters— personnel, programs, or plans— 
where the interplay of board and managemeiU are required. 

I might give you a specifip example of aiifr coordination and 
working together. We did pome pretty innovative financing ovtft • 
ihis past year. This involved the board working -with managment. : 
But spot decisions need to. be made and they- need to be made 
quickly In that type of activity/ Tha M«i ma^^ the chairman of 
......... the finance committiee its clearance point for management on , ^ 

^■^r every. maiorfihanclSfe step we took. . ^. m 

K- The board is involved, sets policy for the corporation anfl top ? 
' management is involved in thadproc^ with us and STOS to th ; - 

ecution of the ppUcy^Right here Mr. Chairman, I wouldSike pubUc- . • 
ly to thank every director for the ener^ and cooperation knd expe- 
rience ^ach provides and for the special help they all naV« given . 
me. In the' same vein, I want publicly to co«imend the eicellent 
work of Ed Fox and the management team he has direct^ smce 
we hired him as president just about 10 years ago today. I.^*^ we 
have aged him a Wt, but he is still pretty agUe and geta_«ie job 

°'^°We have heard, Mr.- Chaiman/Mr. Cavanaiigl?^^ of 
some of the growth of Sallie Mae over the past ift.year8.:ite 
at the end of that decadfe- have. grown to aboi^ $8 billion. We have 
necessarily grown in the complexity of operation||^t the same time. 
We have instituted a pretty wide range of programs, all designed to 
provide liquidity for lenders and to support tMpnderlyingjguaran- 
teed student loan program. jK^- ^ . j 

In addition to these specific programs, ar^mwit to underscore 
again a point made in Mr. CdvanaugH's teslMkbecause J think 
it is a very significant deyeloprient— SaUi««Uover the past 
year, almost year and a half, has been raisinBI^W^its oi>erating 
• • funds in the public capital market, thereby secunng funis for sup- 
, ^v - port of the guaranteed student loan program from private nongov- 

i, erhmental sources. ' . , , ^ _i * «4 

"v'^n- It's gratifying, Mr. Chairman, to be able to report to you and 
your colleagues that our equity and debt offerings have been well- 
* received in th# Nation's financial marketplace. Earlier- thw year, 
we sold $250 million of adjustable rate, cumulative preferred stock. 
That was the first stock offering on a corporation since 1974. 

You will recall that the law specifies that our voting common 
stock can be held by those financial institutions or postsecondary 
' educational institutions that are qualified as lenders under the 
guaranteed student loan ^program. . , , ^ i., ■ 

Yov should also know that our shareholders at thw years 
annual meeting approved an employee stock option plan that will 
utili^ nonvoting common stock. There is also a current develop- 
ment. The board last week directed that management, as part of its 
strategic planning, study and report to the board in July on the 
capitalization of the corporation, including variousalternatives to 
broaden Sallie Mae's shai-eholder base. It is important that Sallie 
Mae, as a shareholder-owned corporation, show sufficient profits to 
be able to continue raising funds in the public capital market. 
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Profitability of the corporation must be viewed in those capital 
market terms, because without! a strong balance sheet, Sallie Mae 
couldn't raise the necessary capital— that's nearly $2 billion annu- 
ally at this point— to provide the required support of student cred- 
its. . ■ :■ ■ 

To do its assigned job, Sallie Mae must respond to changing 
needs in the guaranteed student loan program. To this end we are 
regularly examining a range of programs to suit the varying needs 
of student lenders and to respond quickly to changes in the basic 
programs. I mentioned earlier that we have taken a number of in- 
novative financing steps and we have; tried to keep.your subcom- 
mittee apprised of those steps because we want you to know what 
; we are doing and why. ' v,'"- : . " ' 

For example, we recently reviewed with ^ou and with other ap- 
propriate governmental groups our interest in acquiring a financial 
institution subsidiary. would take this step, if we do, not be- 
cause we are interested in going into the banking business or into 
the S&L business, but because this type of subsidiary seems to us 
the most practical and effective way to support the growing volume 
of student credits that'is represented by student loan revenue 
bonds. 

As I said, there are significant things we do, like those I have 
cited and we want you to know about theni. We won't burden you 
with every detail, but I promise you we will continue to visit with 
you about the more important steps, the sizable steps, and some of 
the just plain interesting steps that we lake, even though, very 
likely,. thesjB won't require any legislative action. 

We want you to know what we are doing and why we are doing 
it. Now and the^n— and we will have a couple--rMr. Fox will discuss 
tgday— there will be ah item or two where we. think legislation 
would help us do our job better; 

Finally, Mr. Chairman, let me say for Sallie Mae, that as we con- 
tinue our support of student credit, we applaud the fact that others 
are moving into this field. The marketplace is out there for all of 
us and we seek no monopoly. I warit to emphasize that, Mr. Chair- 
man, and we ask no monopoly. We expect tp thrive with cpmpeti- 
ytion. We think we can do this job in a more efficient and a more 
cost effective way than anyone else. ; 

I will just put everyone on notice that we are going to continue 
trying to do just that. 

Thanks for your time, Mr. Chairman and thanks, too, for the in- 
terest your committee has. After Mr. Fox's remarks we will try to 
answer any questions you have. 

Mr.^iMON. Thank you very much. \ 

Mr., Fox. V 
^ Mr. Fox. Thank you. Ml-: Chairnlan. I will just try to highlight a 
couple of points quickly and then get to certain legislative matters 
and then get to the questions. 

Very quickly, in 10 years of operation we have provided more 
than $9.2 billion of support linder the GSLP. Today our $6.5 billion 
of loans outstanding, j)lus our commitmients, are equal to approri^^ 
mately 30 percent of all insured student loans outstahdihg. We 
work with 1,7Q0 lenders in 51 States and we have provided financ- 
ing statewide in 18 State programs and to the District ofptJiumbia. 
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YpM have heard that we raised $2 billion in 1982, You also un- 
derstand tjjjat that's with higher cost than we would lifave done 
thrt)Ugh the FFB, ai^d I think it's important to note that we were 
idble to raise this money even at 'higher costis without raising our 
prices tq our customers; In fact, during the past IVi years we nave 
actually lowered the cost of doing business with Sallie Mae to 
many customers as we pass through the benefit of operating effi- 
ciencies, :'. 

We talked about our $250 million preferred , stock issue. It is 
worth reiterating that the success of this offering was largely the 
result of the very strong balance 8^^^ earnings 
rebord of the corporation. Rrferrihg a mbm^ 
1982; bur total profit war $69 million^ Of 

was provided to pay the related Federal income tax liability, $2 
million was paid to stockholders in 'thei form of dividends, and $36 
million was added to the retained ean^ings account 6f the corpora- 
tion, and was available for reinyestmeht of student loan assej^^: 

We earned 62 cents on each*$100 of invested fund^ in 198^)%d I 
am pleased to report that this was significantly improved oyer the 
45 cents that we eariied in 1980 and 1981 and reverses an Earnings 
downtrend of prior years, ; * 

We talk at lengtn about specialized :pr<^^ 
testimony jand just veiTr quickly that we na^e^a^ programi fpr 

member institutions of the United Negrd Colle^^^ 
have a special program for health^ professional institutions under 
the health education assisted loan prograril and we have put^ii^L 
place oyer the last 2 years a cohimiuriity lender program recogniz- 
ing the needs of smaller institutions, ? 

It is important to note that we are not a retail lendi^r. Our prp- 
grams are designed to meet the gi^owing needs of a yariety of very 
differing fmancial, educational and State institutions. I am pleased 
that in su pport of State primary and secondary markets, we hay a ^ 
red(BSigned; simplified and lowered the cost of bur existing products 
that we have orfered,to the State agencies and the State secondary 
markets. In addition, we will be offering new products diesigned to 
meet the needs of these State agencies that will result in lower 
bond prices ayid, hopefuUv, lower fees paid by those institutions. 
' Speaking specifically about some legislative needs, we are appre- 
ciative of the support of the Congress in providing a technical 
amendment to an enabling statute which provided that""the prior-; 
ity established in favor of the United States by section 3466 of the 
revised statute shall not establish a priprity over the indebtedness, 
of the. Association issued or incurred on or before September 30, , 
1984." This issue has created a temporary waiver as it is limited to 
debt issued or incurred prior to September 30, 1984. 

If this limitation is not removed before that date, Sallie Mae will 
find itself unable to finance its activities to fund outstanding com- 
mitmentiB to fulfill its congressional m 
at the first opportunity; that that would be eTO^ 

Additionally, we would vPoint out thatvour ;full^^^^ and credit 
guarantee also expires on October 1 arid that:^tf 
is not extended we would not be able 'to continue in operation. In 
dealing with the public credit iriarlcets, we cannot afford to erode 
the confidence which has been buUt over the past 2 years:^^ W^^ 



particularly appreciative of the kind comments that the Fiscal As- 
sistant Secretary of the Treasury who was hete just a few moments 
before. 

To risk even a hiatus in funding activity in 1984 is to create po- 
tential dire consequences for the future existence of this corpora- 
tion. We ask you to give serious consideration to extending the Fed- 
eral priority amendment at the earliest opportunity. 
. As indicated earlier:, the 1980 amendments clarify Sallie Mae's 
ability to len4 directly to States. The Department of Education has 
reviewed the statute and has concluded that States borrowing from 
Sallie Mae on a direct basis would qualify for only a half special 
mterest allowance. 

Many States have approached Sallie Mae during the" last few 
years during difficult times in the student loan revenue bond mar- 
kets seeking financingfrom Sallie Mae. The interpretation given to 
our authority by the Department has prevented us from providing 
this assistance. Resolution of thi^ issue is of critical necessity for 
giving^alternative sources of financing to the State lending agen- 
cies. - 

Using data from the Congressional Budget Office^ the Joint Com- 
mittee on Taxation and f?om the. Department of Education, we 
have estimated that the use of a loAns-to-St^tes program would ac- 
tually save the Federal Government money in the operation of the 
GSLP compared to alternative forms of financing. It is our under- 
standing that the Department of Education is supporting a techni- 
cal amendment to the statute which would allow the States to rei- 
ceiye a full special allowance on lo^ns made from funds advanced 
to us as long as the income of such advances were taxable. We are 
gratified for that support. 

Mr. Chairman, I testified before this subcomniittee in i'ebruary 
on the operational problems associated with the new student loan 
disclosure provisions enacted in the Financial Assistance Technical 
Amendments of 1982. 1 sincerely appreciate your efifortsto help re- 
solve this difficult issue, It is interesting that implementing these 
provisions could cost Sallie Mae alone several million dollars for 
little benefit to students. 

We look forward to working with the subcommittee in working 
out appropriate solutions to the current problem. We wish to em- 
phasize that__weJbelieve-that_usefuLand-complete~lo^ 
can and should bfe disclosed to borrowers in a way that is readily 
comprehensible jbp them, that such disclosures can oe made both at 
the time of the origination of the ♦loan at the time of loan repay- 
ment, in a manner that can be accommodated by the automated 
systems currently used in the GBL program. 

We recently notified this subcommittee and the Senate subcom- ♦ 
mittee that the Sallie Mae Board of Directors voted, to authorize 
corporate management topursue an acquisition of a finance subsid- 

■ ^^57' ■■ ■ ■' ' 

The. subsidiary financial dnstitution would, of course, remain sub- 
ject to the °same statutory; limitations placed on the parent corpora- 
tions by Confess in section 439 of the ffigher 

Sallie Mae s acquisition of a financial institution wiH/^xpand our 
capacity to serve bur customers and diir social purpose/By utilizing 
the resources of an existing financial institution, we will build a 




tetter base for delivering bur products and service* We are discuss- 
ing this acquisition with bur staff and will continue to do so. ^ ^ r 

Finally, 1 will be testifying before this subcommittee on^ June 8 
and at that time will provide far gfreater detail on the Sallie Mae 
options'^programs arid out\concerns. , ■ „. . i lu 

However, I would like Wmake two points* First, loan consolida- ^ 
tion and the process land procedures by which a consolidated loan is 
created Is extremely complex". . , • i - 

Servicing of graduated repayment loans is also extremely com- 
plex. I cannot emphasize too strongly that the structure Of any 
loan consolidation program is fcritical. The simple fact of consolidat- 
Jing a student's indebtedness is inherently so do^ 
StructiireTof thb 

We look forward to working with this committee and we look for- 
ward to continuing to offer the options program. , 

Second, Mr. Chairman, as a businessman, I cannotendorse the 
concept of a monopoly. Your subcommittee has the difficult respon- 
sibility of determining the policy implication? of program costs to 
the Federal Government. That is your concern, ( 

Sallie ^Mae would like to continue to off^r options. We, howeve^, 
teave to your jud^ent and that of thd subcommittee, what other 
consolidation programs should be available and the costs of the 
Federal Governmentiassociated withi;hose additions. 

However, Sallie Mte jvill neither request nor do we require a 
monopoly in the options program. That summarizes^ the testimony 
that we have prepared for you in greater detail and certainly Mr. - 
McCabe and myself would be pleased to answer any questions 
which you might have. ,! 

Mr. Simon. Thank you very much. ^ ^ * i 

First, a very general question. If you were to draft the statute 
that we are going to have to be coming up with very shortly, what ; 
would you include in it? . u u 

Mr. Fox. The first thing I would ask for, Mr. Chairman, would be ^ 
an extension of our Federal priority for removal of the hmitations 
oh our Federal pnority issue. This is certainly of the greatest am- 
portance to the corporation. , ; , , 

Second, the loans to States programs, which we have discussed 
and which was granted to the corporation in 1980, should be tecn- 

- nically-clarified so^hat Jihoselstates^Jwho.from tim^^^ 

use such a program, would have available to them alternative 
sources of financing. It is, I think, folly to build programs around a 
single sourx;e of financing. We should lieave to those who are re- 
quired to finance this program the greatest number of alternatives 
or options to them so they can assure continuity in the financing ot 

their programs. v i, ^ ^ • w r i 

. Third, we would ask you to extend the options program. We teel 
it is a fine program, it is serving its mission. There are a 
number of people out there who require it and those people should 
• have the opportunity to extend through graduated repayment the 
payment terms of their indebtedness to assure that they can pay 
back in a timely basis without going into default. ^^^^^^^^^^^^ ^ . 

There may be a technical amendment or two relative to the^op- 
tions program, but, essentially, those are the mcopr items affecting 
•us. ■• , ••••• V • 
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In additiorfj we think that it is very important that disclosure be 
clafifle^^ is essential that we j|^t it to a position where all insti- 
tutions can disclose on a commbh basis using existing systems in 
such a way that students are appropriately apprised of their re- 
sponsibilities, but the operational aspects of disclosure are consid- 
ered in yoOr legislation. 

Mr. Simon. So that I understand precisely what the problem is 
and where we are going, I would like to ask why you got involved 
in the State programs. 

Mr. Pox. State agencies have had a broadened role during the 
last 5 or 6 years in the management of the guaranteed student 
loan program. During this period, they have become not only guar- 
antors, but niany have become originators of student loans in areas 
where there is insufficient capital. They provide secondary markets 
sonietimes in competition, sometimes in additiop to the services 
that ^ we offer. They have become servicers in niany areas. They 
provide a broad variety of responsible services to their constituen- 
cies on a State-by-State basis. The trend of legislation has been to 
go in that direction in the last 5 or 6 years. ; 

We, as the national secondary and provider of capital, support 
them just as we provide support for lending institutions and for 
education institutions. We provide commitnients which are permit- 
ted under our statute whicn commitments give them the comfort of 
extending credit or providing service knowing that we will be 
behind them and can undertake to buy their loans at some time in 
thfe future, to provide credit to them, and to provide servicing to 
them. 

In this variety of ways, we serve them just the same way in 
which we serve the banking institutions. We are able' to assure 
them in the variety of ways a continuity of money so that they can. 
continue to support this program. 

One of the real problems that we l^ave with the cyclicality of the 
availability of credit in the banking system. Whenever we have a 
credit cirunch, it is the consumer who loses out first and it is the > 
student consumer who loses out among consumers because this is a 
low-yielding program and a difficult one to administer and when 
credit is being rationed it is frequently the student who loses first. 

That is one of the reiasons why we exist and toufche extent that 
we can provide assurances to those who extend cledit to the stu- 
dents, that we will be there when their sources of blinds dry up or" 
are no longer available, we are doing our job for those constituen- 
cies and to the .broadest extent that we can offer the widest range 
of programs to theni, we give them opportunities at their choice to 
serve the students in the best w3ys possible. 

, Mr. Simon. But you get involved there if their State dfees not 
issue .bonds or they can^t borrow from local banks? I amjb little 
fuzzy .still on why you get involved with, say, the State of Illinois 

or . ■ ■ 

Mr. Fox. Well, the State of Illinois runs a number of programs. 
Because it is a unit banking State, they have a number of' institu- 
tiqns, many of which are very small, and those 4,000 institutions 
that are eligible to originate student loans in the State are looking 
for some, assurance that if they extend credit in support of the pro- 
grams, their will be somebody there |j buy those loans, if it's neces- 



■■ ■■. , ■ ■■. ■ : I , ■ :\ /^;.,v^':.r•■v: ■ , 

Bary» that If they needxapital to lend out, they can borro\y fT^omixs, 
that if they can get o commitment fVom us that we will be willing 
to do those things at some point in the future; they have the assur- 
ance that as they support the program, there is somebody behind 
them who wili stand up for them and Ipl©^ their money 

back BO they continue In the programs. ^ t 

States operate frequently with no less a lificessltv^for a take-out,/ 
whether that take-out or credit comes front, the banking system, 



comes from Sallle Mae, comes from mBUrance^r.\yhatever, the fact 
that they have these oppoi;tunitles to be provided with ancillary 
^ credit, ancillary support, Btrengj;hens those IfiMltiUtlons and giv^^ 
i Ihem the opportunity to be more Imaginaitiye, frjjSjre constr^uctlye. in 



their own mrisdictionr ^wuh the assurance _ 

that there IB soirheb^^ behi]rid tKeni;^ v - ^7 . .,1 

With somebody like Sallie Mae who has done jiearly $10 billion 
worth of business in the student loan program, ^tirid i^ willing to 
stand up arid, indeejl, is willing now to even improve its programs * 
to the States, I think that the fact that we are thtke will enhance 
their willingness to provide credit, for example, in lyinois. 
Mr. Simon. Then one final question. , 
You touch in your formal statement on a problem that I have 
run into recently several times. "We would suggest that during the- 
reauthorization process, this con^mittee seriously Jixamine the 
small loan problem.'^ *f ; 4 ^ 

Mr. Fox.Tes, sir. ' ; 

rilr. Simon. This is a problem particularly from you And me gen- 
eralizing on the basis of Isolated incidents. But someone signs up 
for $500 to take a course at a trade school. Trade '^schooll^itradition- 
ally serve minority and lower income people more than others. 
, Probably, so that student who wants $500 is not from a^famlly that J 
is going to be a particularly attractive loan po^ibility tp*$he local 
Bank. ' • ■. ; ' ";=W:v. ' 

But that $500 situation falls through the cracks right now and^I 
assume this is what you are referHng to here. * , ' 

Do youTiave any specific suggestions as to ho,w we meet that 
problem? * " 

Mr; Fox. Well, let me say at the outset' that >Vhen Sallie -Mae 
does business with institutions we never look through the portfolio 
to see what institutions people are attending. Weren't limit^ the 
loan sizes that we will buy. We are looking Ut the Average indebt- 
edness of the portfolio because that is the characteristic that is 
more important to us. But w^ have niever ever limited the loans 
~tlmt^V0^ifrbuy"b y any m aq^bted^ollar-Hmitafion.-" V ^: 

The real problem here — - ' i 

Mr. Simon. I^&ffiay just interrupt, When you say you look at the 
average indeb^ness, if ^lat average indebtedness level gets too^^ 
low, doyou get involved? ^ 

Mr. Fox. Yes; we will. If it gets too low^ we will not J)uy those % 
loans at a par price, which is an inhibitant to be sure, bvit we have 
never ever told any institutions that we will not buy low balance 
loans nor that we will not buy a portfolio of loans thdl q^j^vfies as 
an insured portfolio. _ ^ ^^^^^^^ « 

About 25 percent of the loans that we buy actually have totallv 
borrowing indebtedijess of below $2,500 so most institutions with 



whom wo ddal— In fact, I would, say 95 or, more porcent-r-are oblo 
"Via show us portfolios whicb arc* mado up of small loans and inter- 
^madiato-si^od loans and largo onoSi whichi in the average, meet obr 
parameters for acquisition at a par 100 cents on the aollar price. 
And when we actually go back to the computer, we find 'that about 
26 percent of our loans which you would characterise as small*-*tho 
porflori'who borrows for 1 yqar— this is n6t just a trade school prob^ 
lom, as a matter of fact, it is not even, a student Iqan program--we 
And that community colleges o^re in this same coJt^Eory. 
, If you extend credit only once because the studfhWs going to a 
short-term program or is going to a/ low-cost program, you create 
the small loan. 

This is a nationwide banking problem. Banks today are pfissing 
along costs associated with bankW and products more than thoy 
have ever done before. On the liability siaoj they are paying much 
more for deposits and many, many banks are establishing mini- 
mum loan sizes for all of their consumer lending— $1,500, $2,500, 
and even, in some cases, over $3,000. 

So we can't just deal with the student loan in a vacuum and say 
that there are some arbitrary standards here. It is the entire bank- 
ing industry looking at the costs associated with the originating 
and delivering of a loan and saying to the person that has to pay 
for it, <That loan has to carry itself." / 

We started looking at a variety of ways in which^we might be 
able to deal with this thing. Quite frankly the costs associated with 
a loan are pretty much constant whether iVe a very small loan or a 
very,5j|afrge one. It's very difficult to conceptualize no>y we can come 
up with something inceptiohally thai can meet that problen^. 

I kn4^ that there are some commission reports coming out from 
the National Student C!ommission on Edjucation. We know that 
there are some talk about forming some committees to discuss this 
thing in the near term, different ways in which you can look at it. 

We are thinking that the possibility exists that a little piece o£ 
plastic, like a ddebit card or something, like when you borrow 
money on your joverdraft privilege in your bank and there might be 
something that we might be able to work put through a financial 
acquisition of an institution if we were to own a banking institu- 
tion. 

But these are coi\jectural. We are dealing with a changing flnan- 
cial environment where the whole delivery mechanism in the fi- 
nancial services is changing. 

I think there is a'solution. It can't be cheap. I am not sure who is 
going to bear the costs for it, but we iare willing to sit and talk with- 
people to try and find a solution for this thing. But I can assure 
you that our corporation provides no inhibitants or artificial limits 
nor do we specifically exclude paper of that size in our purchases. 

Mr. Simon. I might just add that sometime this fall I hope to get 
together with the subcommittee membners and the staff to discu8% 
where we are goim to go on reauthorization of the Higher. Educa- 
tion' Act, and any ideas you might have prior to that time, I would 
welcome. 

Let me just add a word of commenaation. You are not only han- 
dling things well fronA what I sense, but you are using some imagi- 



nlfttlofl and creativity— the United Negro College Fund, the ^oAsor- 
tiuni you testify about— we ttRpVecltttethatr^^^ ^ v . 

Mr. Pox. Thank you very much. , / \ V 

Mr. SimoNp Mr. Erlenborn. 4 ' v , , . . Y, 

Mr. EntBNBORN. Thank yoUipr, Chairman. I thank you particu- 
larly since I am not officlaUy.a^tpembeV of yoiir subcommittee. 

Mr. Simon. Well, you so outrank all tbe rest of us in termfl of 
soqiorlty and age— [Iaughter]-»--tJiat I thought we should defer ^^to 
you. ^ ■ : . . ■• ■■ ' • • . 

Mr:;ERLENBORN.ljust'may tc(k6 thatthaqksj)ack.^ ; ^ 
Let me fir^t of all apologtee to Ed Fox arid Ed McCabe for being 
late. I had intended being here to Jiear all of your testimony, bu|/I ^ 
had some dental woflt scheduled this morning. In fact, I feel Uke 1- 
tftust look like I have BeUs Palsy because »it's still 

Let mo ask one question. The chairman; Just a moment ago, said 
tlyit the subcommittee would be gfiii*^"^ together to discuss the ex- 
tension or reauthorization of. the higher education Act. 

Do -you feel that the problems ofiSalliis Mke that you have dis- 
cussed here this morhirig' that nee^i/ome legislative attention can 
wait until the higer edueation i^txtehdetf or do you- feel that 



ible? . f 

jor problem we have is with a 
}ri on Jurjiy 31 of this year. It is 
)th necessary and attractive to 
Ii^e loan consolidation and ex- 



ke wl^ch time our Federal 
TOere are certain technical 
^itial^and I would strongly urge 
igress deal with these issues as 



separate legislation might be desi^ 
^ Mr.- Fox. Mr. Erl^nborri^^the 
program which has a sunflm pro 
a program that I think haisjlprqve 
. ^ small 'group of student8'*]^ho ri 

V e tension of their indebtednesja. 

We also have a September 1984 
, priority issue #must be alqressed. 
airienaments t^at we thinUare i 

that this committee and the full 

soon as possible rather' than.wait rpr reauthorization. We^have only 
: about 60 days before one of our t)rt)grairis expires. Actually, at this 
point in time, we are going»to havfe to a^tart no longer accepting ap- 
plications with the assurance that we can provide accommodation 
in that options program because' of the very complex 60 to 90 day 
lead time to close. So weiptronfely ufge that whatever legislative 
initiatives could be undertaken be aocomplished by July 81 of this 
year, if possible. 

Mr. Simon. If my colleague wou 

Mr. Erlenborn. Yes., 

Mr. Simon. Clearly<^ have to 
will make every effortij^ so 

Mr. ElBLENB0RN.^T5&n)c you 

auestions. I just wa 
one with, wh^t I < 
grown up quite well. 

V » Mr. Fox. Thank you 
5; Mr. Simon. Mr. Kogovsek?] 

Mr. Kogovsek. I have no jjiuestions 
Mr. Simon. Mr. Coleipan? . , 

Mr. Coleman. I was wondering about your taking a savings and 
. loan bank into the fold and what you aniigipate utilizing those 
services for. How will it improve your services? How can we get a 
home mortgage from you or something like that? [Laughter.] 




as quickly as possible and wq 

Mr. Chairman. I have no further 
toyfcompliment both of you on what you have 
^^^i)Jke "my b^by,'^ Sallie Mae. She has 
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Mr. Fox. Would you like to go first, Ed? 

I guoas MV'b both have adcfrossod that issuo Congressman and 
moybo the key point is that, if wo do this, if wo get a financial in- 
stitution as a subsidiary; the only reason that we would do It is to 
improve our capacity to serve the needs of student credit, We are 
not interested in going into the banking business as such or the 
S&L business as such^ but studq^t loan revenue bonds reflect a 
very large chunk of today's student credit market and this is a way 
we see to service thai need and that'll our purposel 

Mr. CowKMAN, Will there be any competitive advantages that you 
might have over a privately held S&L? 

Mr. McCade. I don't think po. , The missions of S&L's have 
changed since the Qarn-St Germain legislation In the fall of last 
yeafr, BO that we co^ld<actually run this as a student credit institu* , 
tion rather than as a mortgage, institution and be well within the 
charter responsibilities of a savings and loan instltutioni . 

In our letter , to you, we said that we have a specific laundry list 
of things that we .are permitted to do under statute, that we would 
do more through S^e acquisition of a savings institution or other 
financial intermediary than those responsibilities already^ven to 
us in our role as a secondary market and supporter of postsecon- 
dary education. 

Mr. CoLBMAN. Well.' let me ask* you a question. Is that because 
you think you have that authority or you would just as spOn not 
take on extra services? 

Mr. Fox. We C0rt§iinly don't have the responsibility to become a 
mortgage institution and would not even choose to do so. There is 
the possibility that at some point in time in the future, we may be 
required under our franchise to provide uninsured student loans to 
those who have been dislnfranchlsed from the guaranteed student 
loan program. As ydu have put in needs analysis and the like, an 
authority you gave us a CQuple of years ago to provide an Unin- 
sured program for those people, might best be swerved through a 
loan program managed through a banking institution. 
^ But outside of that authority and the revenue bond authority 
Ed McCabe just discussed that you gave us, and granted, that there 
are billions of dollars of revenue bonds teing sold each year. Our 
participation in this market can only have a beneficial impact on the 
costs to the issuers by our participation. ' 

We think that we can use this institution with a modest deposit 
base to support higher education and protect education in ways 
that we have been iranchised to do it. 

We already have a couple of retail banking programs. For exam- 
ple, in the health area we offer loans as a lender of last resort to 
students going to the various health profession institutions around 
the country providing lender of last resort service. make about 
a quarter to a third of those loans in the countnr ri^ht now. It's a 
modest program, but we actually pay a good deal for a^banking inr 
stitution to do a lot of the work. If we could do it within the itisti- 
tution, we could deliver that program more expeditidusly and less 
expensively and provide more service. 

The program that we are talking about here, the options pro- 
gram, we actually have to go through the banking system for cer- 
tain, aspects of that to pay off loans and the like. We could do that 



thi:ough a banking Bystem. Wo could sot up o sorvicing capacity be* 
cause savings InsUtutions have traditionally boen in the sorvloing 
business. * 

The revenue bonding we talked about before. 

I think you would ifnd that in a period of about 8 to 6 ypgi^a the 
institution would look exactly like Sallio Mae looks now ^except 
that the delivery mechanismfl and one or two of the products, like 
^tho revenue bondi, woul^ bo slightly different. But those are prod- ^ 
ucts that you have already authorized us to deal with and^here " 
we And that we have difficulties through ei|^,ting tax law or struc- 
ture in delivering, we ceri;ainly would have ;^n ongoing discussion 
of everything we would do in. that institution with the members. 
You have ov^ight ovet us and you would continue i to have over? 
eight over our i(cUy|tie». aft^ 

having to do with this institution: with you before we would do it, 
as we nave done in the past. 

Mr, Coleman. Have you made any noninsured loans? 

Mr. Fox. No, at this point in time, we have provided a small line 
of credit to a consortium of schools through a bank here in the Dis- 
trict for a total of $8 million, which we have discusded in our testi- 
mony. That line has induced the bank to^make loans available to 
'parents Of students going[ to the nine consortium school? here in 
the District of Colunibia.^ ' 

Thatvprogram is startin^this summer. It is a pilot authorized by 
our board and we are curious to see how that resolves itself. Other 
programs around the country have been created through revenue 
bonds or through other sources to provide accommodations, to those 
upper-middle^income families who are sending thetr kids to higher 
cost institutions. V 

We are also negotiating with one or two other institutions for 
very small pilots, duI^ there ia nothing in place and we would be 
very surorised if in the near future, any significant sums would be 
expended by Sallie Mae. \ 

Mr. Coleman. Thank you, Mr .\ Fox. 

Mr. Simon. Mr. Ackerman? \ 

Mr. AcKERMAN. Would you have any interest in openinK things 
such as branches on different campuses on a selective oasis? 

Mr. Fox. I don't really see any, point for us to be doing that. Our 
mission is to serve the banking industry and to serve the education 
industry. To the extent that there might be a campus in the very 
immediate area in which our institution might be located, it might 
be appropriate to do so. But we are. x\ot looking to be a full-service 
banking institution. We are looking really to unbundle banking 
services and we would not wish to compete with the banking 
system or to compete with the originators in that community un- 
necessarily, 

Mr. Ackerman. Thank you, Mr. Fox. 

Mr. Simon. Mr. Guriderson? ^ 

Mn GuNDERSON. No questions, Mr. Chairman. 

Mr. Simon. We thant you both venr, very much for your testimo- 
' ny and you will be hearing from us shortly. ' 

Our final witness is no stranger to this room. Bill Clohan. 

Oh, I guess Bill is not the nn witness. We have a^anel later 
on. I'm sorry. I Am looking at the first sheet here. 
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^ Not the nnal witnew of our hearing th\n morning ii BUI Clohqn. 
general counsol for the Associatioft of Independent Colleges and 
Schools, and, of couree, no stranger hero jn our^mldst. 

STATEMENT OP WILLIAM CLOU AN, JR., GENEUAI. COUNSEL, 
ASSOCIATION OP INDEPENDENT COLLEGES AND SCHOOLS 

Mr. Cix>iiAN, Thank you, Mr. Chairman. ItHs a pleasure always % 
to como back to former stomjplntt' grounds and to moot with you on 
an Important subject like Sallle Maq. I reprosont the Association of 
Independent Colleges and Schools, which is on association of ap- 
proximately 570 colleges and schools throughout the country en- 
rolling over 450,000 students, ^ ^ , o, 

I would like to say before beginning that my colleague David She- 
frin was unable, unexpectedly^ to be heriet thifl morning* Ho passes 
his greetings to you. Ho spoke with voutat'^o United Jewish Ap? 

Eoals the other day on Sunday and ho really apologizes for not 
oing here. 4^Ils school if you ever get a qhance to go to the Hart- 
ford, Conn, area or New York City area, is really on the cutting 
edge of computer technology in training students now to deal with 
computers. 

The Student Loon Marketing Association, very much like the 
guaranteed stjudent loan program, has matured during the post 
several' years. Both have expanded tremendously. Ed Fox has given , 
you some of the details on their growth and assets, earnings, divi- 
dends, and so forth, I have to compliment them on doing an excel- 
lent job in carrving out the mandates of the original authorization 
and also the 1980 reauthorization authorities. 

They serve a very difficult role. On the one hand, they are a 
quasi-governmental^ private corporation who has corporate respon- 
sibilities to its shareholders and, oh* the other hand, haye a public 
purpose or a public responsibility, to insure, to the extent that they 
can in providing liquidity, GSL access to studKnts attending all in- 
stitutions. , 

There have been many critics of Sallie Mae over the years. It s^ 
my belief that most of the criticism comes from a misunderstand- 
, ing or lack of Icnowledge about their operation. I have to admit 
that it is a rather complex operation and, perhaps represents the 
complexities of the entire guaranteed student loan program. 
A Any time you have a program that deals with third party non- 
governmental agencies ;Where the process works only when there 
are proper incentives in that system, there is much potential for a 
falling down of the system if those Incentives don't work. 

There are many different actors in the process—lenders, second- 
ary markets. State agenc^s, students, and so forth and, as we will 
see later, bond issuers, ana so forth. . 

During the past few years the Congress has given new authori- ^' 
ties to the Student Loan Marketing Association. It's my intent this 
morning to get into them— the bankruptcy priority, the consolida-/^ 
tion authority, the purchase of an S&L, the question of whether 
they are subject to State taxation or whether their purchasing 
loans from State agencies would allow the States to receive the full 
special allowance; lender^ of last resort, where some States are 
skeptical of what Sallie Mae intends by that— I will not get into. \ 



I would llko to concontjrttlc(.on.tKi^ one »ubJoct that roolly impocta 
the »choola that tM Asaociotioh of Indopondont C!ol]cgos and 
Schools and it \u al^ nVy feeling, although I don't renroeont thom, 
that the conijmunlty.collegc^ti are advorfloly affected, as E<^ Fox 
pointed out. / ' 

I would like to Bay at the beglnning'^that it is not the policy of 
Sail lo Mao, per pe, which advemoly affecta low or ahort-term bor- 
rowern or short-tofm pourso borrowerfl, low loan-flizo boi^rowere. U'b 
perhaps the FoUerul policy. Mr. Fox noted that the problem ia not 
only indigenoUM to the guaranteed student loan program, Wb true 
in all consunior banking activitioa* The costa of making a email 
loan, of administering that loan and of collecting on that loan is 
approximately the. same, no matter what the loan principal Bo-^ 
cavisfa bf that,*^ there is a built-in disincentive for* lenders to make 
« small loans, and IVankly, in terjna of Sallle Mae and other second- 
ary markets, there Is a disincentivo to purpose those loans, once 
the loans have been made. 

J thinlc^that Congress— I encourage Congress to deal with the 
, issue of trying to turn the incentive in such a way that it la equally 
advantageous for a lender and a secondary market purchaser to 
both make and respectively purchase the small loan. , 
, Mr. Fox noted that the community colleges were affected by the 
small loan problem. I really apprecfate him identifying that prob* 
lem and also I will gladly take up the encouragement to meet with 
him and other participants in the program to try and work out a 
solution that maybe we can present t6 you. 

The community colleges of this country and the proprietary insti- 
tutions of the country Mo represent a much greater proportion of 
low-income students and minority, and by that fact, if there is a 
disincentive to make loans to these types of students, I think it 
dqes^not carry out the primary purposes— or one of the purposes of 
the guaranteed student loan program. 

I refer to the testimony of the Comptroller of the Department of 
Education. It was presented before the National Commission on 
Student Financial Assistance in January. I would like to read just 
' briefly some of his remarks. This is on page 4 of my testimony. 

Lendcre and Bocondary mnrkots alike recognize that small loans cost Just as much 
m largo ones to service and the result is that certain categories of students, primar- 
ily vocational and college freshmen, are beginning to experience diftlcultics in oh- 
taining loans until they complete their first year or school. 

He goes on to say that: 

Traditionally, students attending vocational sdiools come from lower income fami- 
lies and need financial assistance to go to school. As most vocational programs are 
of one or two years in duration these students will not have sufficient average in- 
debtedness to make lenders or secondary mnrkots servicing costs economically 
viable. 

If I were a banker and had three students come into my bank 
and. I had $5,000 in loan capital that I could use to make student 
loans to them, and two of them wanted a loan for $2,500 each and 
tl\e other student happened to be a graduate student going to* 
Northwestern or Southern Illinois University and I realized that 
the return for the one single loan to me — or the benefit 'that I 
would receive from the Federal Government and the student will 
be the same for both loans, but my coats of making and servicing 
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tho two loana IndlvldunUy to moko tho $6,000 would b« much 

Keator, I would probably, based on pure oconomlcB, meko tho loan 
the Blngle tfraduate student. , . j ■ uv. 

That's the dilemma thot I think Congress needs to deal wUh. 
I only lay out generally possible solutions. The key Is to establish 
addltlohni Incentives for loans/made to students att^dlng shorts 
term courses or those that only want to borrow les^han ^4,m. 

One possibility would be to Increase the special nllowance, dls- 
nroportlontttely to tho sl^ of the loon principal. By that I moan, I 
a student only wants to take out a $1,500 loan or only is required 
to or only' allowed to bocouse of the remaining need tost that was 
Imposed by Congress several years ago, then the banker would bo 
paid on additional Bpoclal allowonce for making that particular 
loan, and wouldn't have a disincentive to make that loan. , 

Another woy to doftl With Itje to h^ve the Qoveoiment^^M^ 
origination foe to the lender, which would bo larger Jor small loans 
at the time of origination. A third possibility would bo. make a sup-, 
plomentol payment to any secondary mar*Let, such as Sallle Mao at 
the time they purchoso the portfolio. I agree, as Mr. Fox rolatod 
that they do not look at each loan is a portfolio that they aro con- 
flidoring for purchase. The problem odcurs in those Isolated banks 
throughout the country who may be only providing student loans 
to community colleges or vocational schools or in Stat«8 ""^h M 
Arizona, whore we had a problem in 1979, where the tuition costs 
are very low'. Both the State universities— and there are very few 
private institutions in Arizona— and the proprietary institutions 
have low tuition costs. Therefore, tho overage loan indebtedness is 
low. There are no high tuition schools to which a lender can make 
loans to those students to raise the averoge Indebtedness tnat 

''^fterefore, their only alternative is to decide not to make jjyent 
loans, because liquidity is the grease that makes the system Vun. 

Sallie Mae provides that liquidity by purchasing the l^ns ^i- 
marily as they go into repayment. If thtft liquidity is not thbre, Che 
lenders are probably not going to make the loans in the Fir^ p ace 
because they have other places thej^ can use their loan'^capital, 
other types of consumer lending. , . 

One thing that I would encourage-thls is not In my written tes- 
timony— In reviewing the annual report of Sallie Mae for ISW, 1 
was struck by the fact in looking at the Board of Directors, there 
is, to my knowledge, at least I couldn't tell it by looking at the 
names and who they represent, no representation from proprietaY 
institutions and, I believe, no representations from community col- 
leges, per se, even though Bill Arseno (phonetw) represents the 
State Department of Education in Louisiana. . * . . 

-Four of the representatives eithervCurrently or in the recent past 
hkve. been associated with Independent institutions, traditionally 
elite institutions. I know many of them and they are excellent 
people and I don't disparage their names at all, but I would .hope 
that there could be a spreading of the knowledge and input 
throughout all sectors of higher education. ^ u- ^ 

I understand that most of the loans purchased— or a highj>r per- 
centage of them— are from those types of institutions becau^ they» 
have many graduate students and also higher tuitions. 
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I would like to ttddroii two of the problems that may ©xfte«rbat« 
th^ problem that wo Just dliKJUiNiod. ane ii tho OptioM program, 
which I und§rrt«m now it going tft bo di«cu«8§d «t © ilun§ 8 h^ar^ 

"M^i^^lJt* ^^^2S^JH**^^ l^^* thaifitud^nt haa from o«v§ lender, 
whU?h ^ood moo, or from a ulnglo lendor at $6,000, . 

My concern la that It would rwult In mroator aktmmlnir or croam« 
Ing of tho current loan portfolios, and If SalHo Mae would connoll. 
date the§e loann-or State ag§nd§8, ihould you decide to al§o give 
llit?m conBolldfttlon authority-^thnt the lender would be left with 
even mnallor loan« In their portfollofl. They would be oven more In- 

ml to make loana t<i short-term atudontu, 

rho Hccond problem occura If Congress adopts tho proposal of the 
administration to have a remaining needs test for all students. 
Agn n, it is possible that some studentii below the $80,000 mark 
would ^not be eligible for the ftill f 2,600^^1^^^^^^^ farther- 
exacerbate the small loan problem. 

I think It is a real problem, I have with me a survey that was 
done last summon asking member Institutions of AICS If they had 
any problems with pbUUnIng loans and to what extent was It relat- 
ed to-j-I u^ed Sail o Maes policy at that time that the avernge loan 
IJortfolio Hiw or indebtedness would be $4,200 or something like 
, that--and I do have a number of resjwnses which 'may be Instruc- 
tivo to the committee. I would be glad to shore that with you. 

Mr. Simon. How lengthy is it? ' 

Mr. CwHAN. It's three pages* 

Mr. Simon. We will enter that as well as your full statement in 
the record, 

[Prepared statement and survey of William Clohan follows:] 

I'KKt'AttKD StaTKMKNT Or WiIJJAM C. CUOWAN, JS., OKNICIUL CoUNStl.. Am)CIATION 

or lMr)lcpKNDlc^r^ CofXKOtca and Scumts 

KXeCUnVK SUMMARY 

1. a«lIio Mill* pliivN (in imporUint rote in provldinR loan capital li(|Uidily for lend* 
ern and Htiit(^ iiw^nclM in tho GSL pr^^ * -1-^ ■ 

2, llowevcrj tho current federal policy of roirnburoinK lenders nnd ifubiMHiuont pur 
chiwr» Uwed on the loan »iw creAteim disincentive for Hnnncial iniititutiona to 
mako Hmull I6nn8 nnd Siillio M<ie to purchiw them. 

. :i. Therefore, lendem (ind SiiHlo Mae discriminate* iiKainit «tudonU whone wtutt^ 
Kate loan amounU are small bw-auiw they may have low remaining newi or bocaune 
they nre enrolleii in «hort-term programs 

4. Many of thone ntudenU are proprietary whool MtudcnU who come from minor- 
ity 6r low-income bncltffrounda. 

■ 5. The federal financial incentives for making and purchasing small student loans 
Should bo increased, to ensure that lenders and secondary marlcot purchoiers are 
provided compiarable incentives for both small and large loans. 

S « fir^^.'U*^^!?™?'"'^'? the. Postsecondary Education Subcommittee. My 
name w William C. Clohan. Vr. and I am General Counsel for the Association of 
ri « " f^.^L^T'iir^r^*?*^^* (AIC^J Accompanying me is Mr. David S. Shefrin, 
Chiiirman of thd Board, of Directors of Computer Processing Institute [CPU located 
r .^^•i*""'^^''^; Connecticut and Chairman of the AICS Financial Aid Funding , 
Committer. The Association of Independent Colleges and Schools appreciates the op- 
portunity ttf present testimony before this Subcommittee on the role of the Student 
UMln Marketing Association (SLMA or Sallie Mae) in providing secondary market 
access to lenders who make loans to proprietary school students throughout the 
country. " 

The Ai^ociation of Independent Colleges and Schools represonU 570 colleges and 
schools and oyer 450.000 students. Approximately 90 percent of the institutions are 
taxpaying and most provide Job skills for careers in business; The Computer Process- 



ing Institute enrolls over 6,000 students in five locations in the northeast United 
States. The Guaranteed Student ^xian [GSL] program is vitally important to all 
AIC^ institutions. Without adequate access to GSLs; it is do ubtful that ntost AICS 
institutions could continue to operate. ' ' ' ; 

My testimony . will focus , on the , rda tionship of Sallie Mae to loan accefe in the 
GSL pi5p^am» identify problems experienced by proprietary school borrows as a 
result of ^dllie Mae or federal policies; and propose, some possible vremedies for solv- 
ing those problems. _ , ! 

Overview of Sallie Xfae*s role in the GSL program • 

The GSL program is now mature, ! haying, increa^ almost: te^ 
The GSL system is complex though, and is based on numerous incentives to lenders, 
guarantee agencies, and secondary markets. The number of participants in .the 
syste m ma kes the lending process precarious and subject to mark^lace reactions 
whiclr oiten are unexpected by Congress. This fact forces Gonl^ss ; regularly to 
review the program, palticularly since loan*access depends primarily on third-party 
private entities and not government agencies. In the opinion of AICS, the GSL pro- 
gram does need some fine tuning in order to ensure. loan accfess for all potential 
student borrowers. 

Similar to the GSL program, the Student Loan Marketing Association has also 
matured during the last few vears. With that maturity comes the concerns of other 
participants in the process that Sallie Mae can legally abuse the system through 
authorities granted it by statute. This concern is heightened by the fact that/ unlike 
the other traditionaVs|j^eral education programs, many members of Congress, and. 
their staffs have only limited experience in dealing with education issues from a 
banking perspective. Winston Churchill once said that the Soviet Union was "a 
mystery wrapped in a riddle wrapped in an enigma." The same cian be said of Con- 
gress' perception of Sallie Mae. 

Based on anf agreement in 1981 with :the U.S. Department of the Treasury td dis- 
continue borrowing from the Federal Financing.^ Bank, Sallie Mae has transitioned 
from the government capital markets to the private capital markets. During this 
siame perioid, new records on total assets, number of lenders served, and net income 
and dividends to sto<;}ch61ders were set. In 1982, net income increased 109 percent, , 
diyidends increased^ percent, and assets Wjere 33 percent higher than in the previ- 
ous year. With thifi-i^nerally agreed upon success,' critics have expressed concern 
that Sallie Mae was perhaps becoming too large and powerful and, more important- 
ly, invading the traditional territory of lenders and state agencies^. I believe that 
, these are valid concerns and that they should be reviewed carefully by the Con- 
gress.. ■ ■■ . : v; , 

Sallie Mae has two difHcult roles to play. It must balance its mandate to serve a 
public purpose in the GSL prbgrain with its corporate objective of running the pri- 
vate, for-profit entity on a cost "effective basis.' This is not alwiays an easy line to 
walk» and sometimies priorities may differ from those intended b^rCongre^ 
mony by Mr. Edward A. Fox, President and: Chief Executive Gnicer of Sallie Mae, 
before the Senate Subcommittee on Education, Arts and Humanities last summer, 
he noted that — , ■ 

"The thrust and trend of the corporation ^er the last few years, by Congressional 
attitude and by necessity, has been to make this a more conservative entity because 
you iiave asked lis to become a totally priviate corporation; to finance ourselves in 
the private ciapital Markets, to bre^ whatever connections that we do have with 
the Federal Financing Bank and with tBe Federal Government and to learn to be ia 
self'^sufficient entitjf and iaxpayihg entity that builds itself on the basis of its bal- 
ance sheet, its earnings statement^^and through its ability to raise capital in support 
of these programs in the priv.iEite capitaljriarkets without using any tax resources as 
appropriated by the Con^ssr* ■ 

I relate this quote because it has a bearing on the greatest concern AICS has with 
Sallie Mae and, for that matter, federal policy. 

Concerns • ' ■ ■ ^'^ V^.'-^ ■■.'^ ■ 'k'- ^'■■■''■::-r'^"^:'' ^ / 

In testimony before the National Commissidn'pn Student Financial Assistance in 
January, 1983, Department of Education Comptroller, Ralph Olmo, stated that^ 

"Lenders and secondary markets>alike recognize that /smalL just as 

much as. large ones to service. And' the result is that ceiiiain cagetories of studen 
primarily vc^ational and college freshmen i are beginirig: to experience difficulties in 
obtaining loans until they complete their first year of school^ When that occurs, the 



lender iJan reasonably anticipate that the borrowers will have a substantial debt by 
the Vjf(e they graduate/* > ;. ; ' ^ V 

:He goes'on' to.state'that---' • . •. , " iV^,;/ • ^-vV ■ 

"If students cannot get loans until their sophomore year, miahy of . them may 
never be able to make it through their freShmari; yean An(l while not eveiyone can 
benefit from a College education, inost can benefit from some form of. vocfttibnal or 
technical - education . Industry needs skilled technicians. Traiditiorially , students at^ 
- tending vocational schools; come frond Iqwer-ihcdme families and need: finaiidal as-' 
sist€ince; to go to school: :Afl;nipst yoca 

tibri; these students ^vill not have suWcierif avera^ge jridebt^^ 
secondary market servicing. bosts e^^ ' ; 

The statement by Comptroller Olmo concisely and forcefully presents the prob]eni 
experienced by potential proprietary student borrowers/^ First, lenders can reap 
higher returns on larger student loans, since it almost costs as much to administer a 
small loan as it does to handle a large one. However, it should be noted that it costs 
the government more to subsidize larger loans. A second factor making it difficult 
for vocational and.technical students to obtain GSLs is that lenders generally-must 
have. an ayerage loan indebtedness of between $4,200 and $4,800 in their portfolios 
in order to sell their GSLs at face value or par to Sallie Mae. 

The result is that many lenders throughout the country have established , policiw 
which discriminate against short-term coi^rse students, most of which are concen- 
trated in the proprietary and community college sectors. For example. Chase Man- 
hattan Bank, one of the' largest lenders in the GSL program, refuses to make loans 
to students in courses of less than two years in length. Until recently. Chase Man- . 
hattan was holding their loans through the entire collection period. Recently they 
have sought to sell them to Sallie Mae aiid, therefore, must consider Sallie Mae's 
unpublished requirement that average loan indebtedness muist be significantly high 
to provide an adequate return to Sallife Mae' . 

The effect of secondary market policies are subtle, and difficult to quantify. How- 
ever, in our discussions with lending institutions which have decided to terminate 
lending to short-term course students; we have been informed that Sallie. Mae's: 
policy is a primary consideration in eliminaUng lending to small-loan borrowers. 
Last summer, AICS queried its nl'embership to determine if the average loan indebt- 
edness requirement of Sallie Mae inhibited lending to their students. The responses 
identified 'geographically scattered problems. Although this was not a scientific 
survey, it does represent problems which should be dealt with by Ssdlie Mae and the 
Congre^. For that reason, with the Subcommittee's permission, P would like to 
enter a summary of that survey in the . record as a part of my testimony. 
■ In addition to riot lending to certaini types of students, other financial institutions 
will only niake loans which exceed a certain minimum amount. Last year Sallie 
Mae prepared a list, of representative lending institutions which had a.minimum 
loansize requirement. I ask that this list also be made a part of the hearing record. 

7S**ar part of Sallie Mae's student loan pricingvoverview- in- 1982, it identified the 
variables it considers in pricing loan iwrtfolios. The pricing overview identified sev- 
eral seller-influenced characteristics of most critical importance to the value and 
price' of a portfolio. One of these was average loan indebtedness. Sallie Mae suggests 
to a lending institution who seeks to sell their portfolios to Sallie Mae, that they 
remove lower indebtedness freshmen, sophomore and junior loans, and add higher 
indebtedness sophomore and junior loans. The 1982 SLMA pricing' overview goes on 
to note that "the, m^or causal factor* that underlies the importance of loan size is 
•the impact of servicing costs on the yield of a student loan. Whether these costs are 
paid by SLMA to a contract servicer or incurred by its in-house facility, ecich loan ^ 
incurs and absolute dollar cost for each month it must be serviced, regardless of its 
size." Herein lies the greatest problem with the current federal policy with respect 
to subsidization of administrative costs for GSLs. . 

Sallie Mae's pricing policy reflects the fact that the ^irect servicing cost associat- 
ed with a student loan are the same, in terjns of dollars per loan, small or large. For 
this reason a larger loan has more value that a smaller loan. As loan size increases, 
dollars of net income increase, but direct dollar servicing costs remain constant. The 
SLMA pricing overview goes on to state that— * - 

"While the exact figures n:)ay differ somewhat, these cost factors are the same 
faced by any lender and force anyone not willing to lo^e money to restrict small 
loan activity. This, fact has been recognized by financial institutions that originate 
student loians. 'TfRle institutions restrict lending in sriiall amounts not ozily for stu- 
dents, but for all types of consumer loans." 

As noted earlier in the testimony, Sallie Mae must show a solid "bottom Une" in . 
order to be attractive in the private capital market. Therefore, they must make fi- 
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nancial pricing decisions which will enhance that finmicial^cr^itwortlune^^ 
way of doing this is to pay a price, of par for an interim, loan only if the average 
bonrower indebtedness for a loan portfolio is ^t least $4,200. To many lenders and 
guarantee agencies, a $4,200 average indebtedness to quahfy for par purchase may 
be totally unreasonable and, in some cases, unattainabw. Their alternative is to sell- - 
the loans to Sallie Mae at a substantial discount of adopt a. minunutfrloan rM^ 
ment at the lending level The re^idt b^^^ 

sbme students would borrow nped or want to borrow or other , 

;;students would nptWable to borrow at all^^^^ . ^ -f...^ 

;v' : This dUeniina vis eatacw 
•^quiremeht that need^bemete^ 

$30,000. If Cohgi^ w^^^ 

the average loan siz^ would probably; decrearo a^^ 

requirement established by Sallie Mae would have an even^greater advei«e effect. . 

In summary, Sallie Mae poUcies r^arding loan purchases have^ 
the expression, a "trickle down'Veffect-on lehdere/Usirig sound^to 
-nes&-praGticesr^ender-Avill be mu c h l ess li kely to lend to a student^hose fixed 
costs are quite high in proportion to the amount of the loan principal. This leads to 
"skimming*' the best loans' If you ask lenders if they engage m such a practice, 
most will readily admit to doing sabaseaon pure economic reasons. 

Remedies » 

A constructive criticism of Sallie Mae's average borrower indebtedness policy is 
reaUy a criticism of the current federal policy. 'Hie GSL program has a buUt^in^^J^^^ 
toward large loans. This increases the total GSL program costs and inhibits lending 
to students attending short-term courses or students who want^to borrow srnaU 
amounts/Federal policy should recognize the economies of scale mherent^m ma^g, 
administering, and collecting large loans. Much of the cost to lenders and secondary 
market purchasers occurs when the loan is mad^ and when the loan js m repay- ; 
ment or collection status. These costs iare rektively comparable for Iwth large and 
small loans, therefore, the federal subsidy for making large and small loans ought 
' to be comparable to the costs of making, administering, and collecting on those, 

One important' point that is often overlooked when evaluating the costs of the 
GSL program is that, because repayment begins earlier, the in-school mterest subsi- 
dy paid by the federal government is much smaller on those loans made to students 

attending short-term coOrses. Students attending four-ye^ or j^eater jp^^^^^^ 

much more highly subsidized than proprietary school students. Tins, is significant 
because the in-school interest subsidy is a primary cost of the GSL P^^a^:-,^ 
noted in the National Commission on Student Financial i^istance Report entitl^ 
"Stud^ Of The^ Costs; To Borrowers Of Participating In The Guaranteed Student 

^'The^totoTfederal subsidy (i.e., interest subsidy and special aUow^^ 
tured to provide the most benefit to student borrowers attentog high CMt msmu- 
tions, attending four-year institutions, and acquiring postgraduate educations. IhiS/ 
occurs because the subsidy is highest when the meoimum^^ a^ and 
repayment is delayed as long as possible.' ■ _ . 
The Association of Independent Colleges and Schools recommends consideration of 
: the following for dealing with the smaU loan size problem by increas^^^ 
tive to lenders to make small loans and secondary markets; to purchase these^ lo^. 

1. Increase the special allowance as the size of the loan decreases to recognize the 
■ biasic fixed costs inherent in making all loans, small and large. y ■ 

2. Pay an origination fee to the lender jwhich wo^^ larger for small loans at 
the time of origination. . . • , ^ 

3 Make a supplemental payment to the secondary market purchaser on the total 
loan portfolio for portfolios with smaller than some specified average loan size. , ■ - 

Although these proposals may cost the government slightly niore ^initially, than 
under the current policy, it is possible that the total GSL program cost will decrease 
eventually because lenders will not have as great a dismcentiye to_make small 
loans. Thus, the very expensive aggregate ih-school interest subsidy paid by the gov- 
ernment may go down because the amounts borrowed would decrease, 

■ . ' ^ ■ ' ', " ■■ . • , . ■.. ■ ■ ■ V ■ -.^ 

Summary • •. ' • ■ . • ' - 

Sallie Mae is a for-profit corporation which needs to use good business praptices to 
i-emain viable and compete in the private capital mpkets. At the ^t"^® "Jf; .}J 
must rememljpr its public poliqr objective mandated m ^ite ste^^^ 
into thB current GSL program are incentives for both Sallie Mae and lenders to dis- 



criminate against borroyvers seeking ^mall loans. The incentives in the program • 
should^be changed to enkure that it is equally advantageous for a lender to lend to a 
student who seeks a small loan as it ^ is for those who are going to borrow large ' 
amounts over a long pefjdd of tiirte. The easiest way ;to create such equality is to 
: ^iahhBh a supplemental{,special allowance for lending to persons seeking small or ^ # 
few loans. . " ^ 

..; > : - - ' . ; ^W^' ' y-" ^ ' '/n 

J ^^BnY^^Minimum lodn sizes ; , . / - ":^>^i^S 

>irtiti&n:--^^. ^- ' y:[^^ " ^^^'^^^!£'>4im 

_ : Apericanl^ 1 500 ; € 

. ^ Chase MaSBSttan Banfc(N^Y.) j 3 OOO ' 

Chemical Bank (N.Y.) ..,,^..t-... 2 000 

CiUbank(N.Y.) 4^,..?. ^.....rw 2;000 

Fedility Bank (Pa.) ^ 1 500 

First American (D.C.).^;*;^...^..'..........;;......,..........,,^ . " * 1*500 

First and Merchants National Bank Olun.^ . . ......... , ^ 

. -First Pennsylvania (Pa.)..U^....;.......,........:; v; 5.. 1 500 

Marine Midland (N.Y.) .. : . " 1*500 

Mellon Bank (Pa.)..; " 'gg^ 

Provident Bank (Pa.)...;:... ., ..........7.... . 2 500 

Riggs (D.C.)........................:................. l:..L..:~ iS 

Average.....:...,.......... 1,692 

Question 7'C Are ^^ou aware of ?any disci^hiatLjiTagainst proprietary institution 
students? If so, how is that discrimination' evideflced by the Student Loan Market- 
ing Association XSallie Mae)? i 

'Yes, packaging of loan^banks can't package proprietary loans and sell tlfem.' ~ 
Anzona. 



"Just in total volume required :tb do business."— California 
"I have always been aware that Sal 



Sallie Mae has only purchased large portfolios 

and understand why."— Florida. r 

"Requirement of Sallie I^ae for banks to have a large portfolio, when typically 
proprietary students have only one loan."— Illinois. 

"One lender will only take students in two-year programs so Jhey will have 
enough to sell off to Sallie Mae-r-excludes any students under two-year pro- 
- ...grams."— Kansas. -.r - .■,-■,...;■/„,... — 

. "All three (financial institutions, state loan/guarant^ agencies, and Sallie Mae) 
favor students expecting more than 9 months of loan need."— Kansas. 
"Only with regard to size of portfolio."— Maryland. V 
"Yes— Sallie Mae inakes it difficult to sell small, proprietary student loans to 
them."^Maryland. t 
^ "Average loan in portfolio must average $4200."— Michigan. 

||Yes, limiting portfolio amount to $4200 instead of $1000 or $2500."^'Missouri. 
'According to lending institutions which we previously had students apply to, 
Sallie Mae would not purchase theiir portfolios due to the low average balance of the : 
loans. '—New Mexico. ■ ' - ^^ ' 

. "Local bbnks who sell to Sallie Mae will not process our loans' because total debt 
per student is riot enough."— North Dakote.^^^ : 
^'Maximum portfolio IS $4500 to $5000,"-^West Virginia. 

"Maryland banks Say they have difficulty selling one-year portfolios to Sallie Mae 
and will not loan to our one-year students."— Maryland/ Virginia. r 
• 'Average loan size required in the financial institution's portfolio."^Michigan. 
' Package size."— California. / > 
Yes."— California.' . ■ 
Yes."— California. ' " 

"Yes."— Georgia^ ■ ■ ' ' '"ix 

Yes."— Louisiana. /■ i 

"Fortunately, our bank is not interested in Sallie Mae"— Louisiana. 
"Do not understand this organization."— Alabama. 

Question 9. Are vbu aware of any requirements by Sallie Mae which inhibit lend- 
ers from making loans to your students, e.g., average loan portfolio size purchase 
; requirement is too high? 

' All Maryland banks except Union Trust will not loan to. one-year schools due to 
Sallie Mae needs two year portfolio8."-r'Maryland/Virginia. ''■ * 

"Yes, this will be a problem soon and bainks have told us this.' —Arizona. 

"Yes, $4500 to $500(5— one year student---difficult."— West Virginia. 



|] Yes, self lenders."— California. » ' : * 
'Yes— average loan portfolio size ipurchose requirement is too high."— California. 
"Yes— this is very common."— California. , 
"$30,000 gross income as cut off."— California. 

|]Yes, average loan portfolio size purchase requirement is too high."— California. , 
. 'Yes, $2500 is the minimum and maxifnum loan amount available to our students/ 
tiue-to^hi8-vpT)r fac tor .' : ~ Flortdg7 



' 'Yes— minimum $4700 portfolio is fo rcing bank ta ri^rict loans to all but four- 
year degree s^kingstudentjg."— Florida/ ' „ . ^ 
; VThere are several lenders which have^^^e^^^^ size bf the loan portfolio as 

thei reason for hot being able to make loans or restricting the number of 
''Illinois. ■': ' ■'•»,-•'■■ '^v- 

"Yes. First National Bank of Chicago will not •consider our students unless they 
are in the degree program"— Illinois. 
"Yes. Average loan portfolio size purchase requirement is too high"-^Kani? 
"Yes. I have b^n told this by certain bank officials."— Maryland. 

"Yes."*$2500 a <^ e ^ age."— Louisiana; — - — ~~7"^ — ~~ — ~ ~ 

"Yes. Any less than one-year."— Missouri. 

"Yes. $4200 average loan portfolio per student first year (all proprietary students 
for us) maximum GSL amount is $2500. This is prohibiting lending to/proprietary 
. students. "^Missouri; 7 

"That has been relayed to us by two banks in the city of Albuquferque."— New 
Mexico. ' :i A 

"Yes. Loan portfolio too high."— New Jersey. . / 
*|Other than this, no!"— California. . / 

"It is not the portfolio size that is too high, but the discount on small loans makes 
it unattractive for banks to sell the paper. —Texas. / 
"Yes, average loan portfolio requirements." — Ohio. 7 
I^I^nders want students ^yith potential of $4000 loan debt."— North Ds^^^ 
"I believe this is a. problem — our students would have /maximum loans of 
$2500,"— Michigan. : i / : 

"We understand that this is a problem, hul have no first-hand information."— 
Ohio.' - . ,- ' , ■ ' ■.■ - ■/ - 

'*We are aware of it, but has not directly affected our students "^^ 
'1 am not a^ware pf any requirements by Sa^^^ 
that they do hat .waffli^t to' p^ loans to our ^udents because the size of the loarf is 

. too smaU."— ViAginifc^ ■•■-■■■/. ■■ 

''I have only: i5aiQ gbout;the portfolip su^^ 

"Heard rumor- fb^ Ach^at NASFAA; annual meeting in Detroitbut I .don't.know , , . 
details, I have no- p^r^onal experiehce S^thleiny liM 

"Have heard those indications but have no first hand^lmowledge.' ^Kentucky. ' 
;^ "We^have no direct knowledge of thiff: but have heai^ from other schools that it is 
a problem. —Illinois. ; ' . / ' 

. "I've heard this is true."— California. / 

"Do not know the requirements and have foUnd the bankers do not know.."— Ala- 
bama. 

"Our loan service not interested in Sallie Mae at this time."— Louisiana. 

"Only by current media information."— California. 

"Yes."— California. 

"Yes."— California. 

"Yes."— Pennsylvania. 
/ "Yes."— Louisiana. 
f "Yes."-Maryland. 
"Yes."— Kansas. 

"Yes."-Georgia. 

"Yes."— Connecticut. 

"Yes."-M4Gbigan. 

Questipn 10: Are you aware of any acti^ties by Sallie Mae which have enhanced 
lending to or loan consolidation by your students. If so^ what are diey? 

"Yolanda Fleming visiting West Virginia to sell banks on Sallie Mae."— West Vir- 
ginia. '.. . - . ■ •■ / . 

"Yes, if they would continue to accept our small loans."— Michigan: 

Mr, Clohan. The Other thihg J haye-rrrit . came from 
1982 bverview of pricing policies— a list of representative institu- 
tions that have minimum loan requirements. In other words, they 




will not make loans of less thah a certain amount, and this is ^ 
problem that many of our students run into. • * . j 

It points out thp n^d perhai)8 for the GSL program to provide 
additional incentives to make smaller loans. It is my feehng that it ' 
may be possible that the tota^/c<^te 
era! Govemment may go^ow^ 

:td > isi i p6id; ; 1:^^ *^ 

bbiTow tHe^^^e^ 



■1 



f^^'MjtMi 

jlIed-BMal^;th 

^ iribkiaa^ t&e " 
ill it to Scdlie Mae. : ? i; 




Sn a point 
sm 



iiai^tfloEun&^tl^ 
age up enough ul order toj 
Thatiompletes my testimony. 
Th£uiK:you.* / - \ -X , J 

Mr. bikoN. Thank yqu very^^ You touched 
we >ve r e diijcussiHfe earli er-here~-a nd' '> that is ^h e- 
don't, frankly, know if^we can do an^^hing on it until we get 
point of rieauthorizing/ a _ i - = 

Have you made any attempts at your three different option 
costing out any? You have indicated that one might even sa^vi 
money, though^ I am^a little cautious. 
Mr. Cix)HAN. I agree. I said "may/' ,io 
. SiMOisf^JBut have you done any cost estimates at all? 
iTjLi. Clohan^No, I haven't because it would depend on what t;, 
of incentives you jprovided. If you gave a lender an additional 25 
so/basis points, which is a percentage of a percent, its hard to t 
What the reaction of the lenders would be. That's one of the p: 
ferns with this program is that it depends on the desire of 
lender or the response of the lender, the carrot-stick approach 
adding a little bit of special allowance. It also is a function of what 
alternative sources do they have to make loans, other tjrpes of con- . ^r 
sumerlendinig. . : , 

The special allowance in this program was oyer percent ana , 
the prime rate was up around 20 percent, this was a very attrpo: j; 
tive progr^ because nobody would borrow 16 and 18 perceiy 
money to purchase a house. Now when it's down to around 10<^f-'. 
cent or the entire cost and special allowance is -below 5 percent/ , 
there are/a lot of other types of consumer lending that are, frankljfe > 
as attractive, if not more so, and I think, as Chase Manhattan^wli v; 
point out in their testimony later, there is a need on the part of the 
corporate executives to balance their portfolios, their lending s^ 
that if s not all, only, in the student aid area. ; ■ i - 

I would suggest, if. I could, that perhaps it would be wortlL-get^^ 
ting thle Congressional Budget Office to do maybe soirie modeling Qf;Vv 
what the response would be and the cost would be. ■•^^'''^ ''i, - 

Mr. Simon. A good suggestion. Then, one final question: ^ 
Yoii mentioned banks having minimum amounts. Can you give^ 
me some fairly typical examplesrof this? ^i. ' 

Mr. Clohan. Yes, in the pricing overview by Sallie Mae, they list 
several banks. These were effective July 1982 and they i^^y have 

changed somewhat. ■ „. ^ ;. " >rv. ' ; . 

American Security here in Washington, $1,500. Fide W B^^ 
~PeHhsylvania, $1,500. First American™ here in D.0., $lif5Op.-GhaQp 
Maiihattan at the time had a $3,000 minimuni. 

One thing I Syill point 
lenders in the program 



point out that Chase, which is one. of thft lar^.est, 
gram— I think they are second largest— hayei^-^^^ 
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policy which prohibits lending to any student who is in a program 
of less than 2 years and in a nondegree program. So basically, they 
have dropped out of the vocational school lending. 
Citibank established thie same policy last year and within a 
— -Couple^of-Aveeks^ reyeiFsed-thei#^ 

in the New; Yor of 13 finahciM ihstituti who 

:i^l{npt m 

11^ :th£ui : 2 yeans. It • isTvei^ them rtb fina; access to 
GSL's: r think that i^^ u 
them are minorities and come from ]fK)ver^^ 
Mr. Simon: Mr. Coleman. 

Mr* Coleman. I don't have any questions but I thank Bill for 

-goming and for bis constructive, actual , real latic suggestions^^diich 

is somewhat unusual for a congressional' hearing, to actually have 
something specific to go forward with. ^1 think we need to take a 
look at that spetnal allowance suggestion. ^ » 

Thank you. 

Mr. Simon. Mr. Ackerman. 

Mr. AcKERMAN. No questions. *^ 
Mr. Simon. Mr. Erlenborn. 
Mr. Eri^born. Them 

Bill, it's good to see you arid thank you for your testimony. Tom, 
I guess Bill has been coming here ^for So many yekrs that giving 
constructiviet suggestions just comes naturally. 

Mr. Clohan. I would like to say befdce L take ^^t^ 
/ them that they have been presented in some form at some presen- 
tations before the National Commission on Student Financial As- 
sistance so a lot of it' was just skimming or creaming that testimo- 

■ ny.' \ ■- ^ ■ ■ ■ ■ ■ '^'v'- - : • . 

Mr. Erlenborn. In your comment about some institutions 
having minimums -and particularly Chase Manhattan would,* under 
their poliqy, only deal with those who are in degree-granting pro- 
i; grams. Is it proper to assume that every lendirig institution should 
have the full range or should we look for a -system where you may 
have some lenders with one policy, other lenders with another, but 
the range of services or loan amounts can be accommodated within 
the system rather than by each individucd lender? 
/ Mr. CiX)HAN. I thinkHhe problein of np^ for 
/some students raises the more imp6rt£uit issue of whether there 
/ should be a lender of last resort, either nationally or in each State, 
or whether some percentage of all lenders, all participants in the 
GSL program, should have a lender of last riesbrt responsibility. If 
there were a lender of last resort in New York State or in any 
other State— the State of Illinois-^then it wouldn't be a problem 
and some State lending-agencies do serve\that function. 

This is not an entitlement prograni and there is no primary re- 
quirement that therie be a lender of last resort in every State. 

Sdllie Mae dioes^have the authority under the 1980 amendments 
to come into a State, if the Stete asks and if the Secretary of Educa- 
tion approves. I don't see that happening any time soon eyen 
though the State agencies are outwaroly concerned about that. 

I do think that iall institutions in the program have some respon- 
sibility for making loans to all types of students. I am not saying 
that they ought to throw normal business practices and the heed to 




improve their bottom line to the wind, but I do think they have 
public responsibilitie^ust as I think that Sallie Mae even has a 
greater tesponsibility^ encourage that. 

I will say that in 1979, for exarbple, when Arizona had such a 
problem and I. worked with Ed Fox in trying ta reSolve that prob? 
lem and Sallie Mae did resolve it. So they are jresponsive and they 
don't only look at the ■ average indebtedness, i But m^ervbe^^^^^^^ 
aught to be a built-in incentive and then Sallie Mae wouldn't have 
to deal with the issue. -^U- • ■ • ■ 

Mr* Erlenborn. Do many of the short course institutions have 
loans available at the institutions themselves? 

Mr. Clohan. Very few, except they usuallv have what they 
yvould call "a retail installment contract/' and technically under 
almost alLState loans it constitutes a loan, and th4t is, that they 
pay the tuition over the period of the course. So that, technically 
under most State laws is a loan. They generally do not make a loan 
of X thousand dollars which must be paid back. The effect is the |i 
same though. ^ | 

Mr. Erlenborn. Thank you. Bill. ' | 

you, Mr. Chairman. V; i> | 

^MON. Mr. Gunderson. | 
PERSON. Thank you, Mr. Chairniian and Mr. Clohan. I I 
just OTie question. You mentioned soirie of the difficulties in 
obtaining short-term or smaller amount^ loans, et cetera. If my 
State of Wisconsin is any example, we have a large number of our 
. independent colleges and universities in rather small communities. 
I would be interested in knowing if that presents, in your knowl- 
edge, a rather special problem— obtaining these loans in the finan- 
cial institutions in rather small conimunities? Is the need greater 
than the ability of the financial institutions to meet? | 
* Mr. Clohan. As is pointed out, again, I believe it's in Chase's tes- ; 
timony to come, many banks are only breaking even in this pro- !| 
gram. Economies of scale help quite a bit and the larger the lend- | 
ing institution, the more likely that they are going to make a profit , p 
on the GSL program. The tremendous changes over the pastl^ n 
number of years creates a difficulty for a small bank. | 
And for that reason, in order to break even or make a profit, th^p^, ' 
smaller financial institution has to take miore care in vioi rt\sidrm^ 
loans that are not as profitable. A small loan— there is no doub^ J 
' about it— is less profitable than a large loan because it costs just a^: f 
much to make and collect as the large loan, but yofi have the sp " 
cial allowances received on the principle of the loan jitself. 
In Wisconsin, I believe I am correct in this, youjar^ one of th 
. States that has perhaps the closest ta a 'lender of last resort, an< 
^ therefore, in my understanding, there is not a big {problem in th 
• ' State of Wisconsin. , »; , ! 

Mr. GuNDERSON. Thank you. ^ , * |: 

Mr. Simon. Thank you very much. We appreciate your being 
V- ■ here. ^ : i ■ \f 

Finally our panel, and my apologies for almost forgetting about | : 
you, Peter Solomon, Frederick Hammer, and Geoffrey Hurley. f;^ \ [ 
Mr, Solomon is the mana^ng director of Lehman Brothers. Mr.; ;. ; 
Hammer is the executive vice pre9ident of the Cnase M&nhattanj^ : 
Bank and Mr. Hurley is with Brownwood,\lvey, Mitchell & Pe'tty./ 1 
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We will hear from all three before we ask questions of you. 
. Mr. Solomon? f - 

; [Prepared stat^^ment of Peter Solomon follows;] 

Prepared Statement of Peter Soik)MON, Managing Director, Lehman Brothers 

^....1.,...^.. : ■ KuHN Loeb. Inc. .„.. : 

■ . ' , \.:\k''C:'' : '^TRODucTORY reIwarks • . . ■ .;■ ■ 

S^aUe^Mae's inw^^^^ is very proud of anlhonpred by ite 

institution that IS effectively accomplishing tlw-goals established in its Congression- 
„ni a^QKM? '®" ^^ .'.^ has successfully Managed phenomenal growth and is 
now an $8 billion corporation. The corporation's assets have doubled fn the last two 
years, and yet, this ^owth has not jeopardized the fmancial integrity of the corpo- 
"• ^ ^f^j^ve4inancial-management4ia8^^ iQ - ^et 

income despite the gyration of interest rates. Net income rose over the last five 
S^^Sn f M '""JVl ^ ^^^'^ ^" 1982. This has been\c6omplished 

yelrl of $6^^ corporate income tax liability in the iMt five 

INmAL CAPFFALIZATIQN AND FUNDING 

1^ ^^^y*ff Sallie .Mae's creation, the capital base for the corporation was laid. 
iloT^iRC 77c l"^ was the lead manager in the common, stock issue of May 1974 
!if per share. Sallie Mae's enabling legislation 

^^CyA U of Its common stock to financial and educational institutions that 

be active in the^Guaranteed Student Loan Program. This provision is still in 
effect. Approximately 75 percent of the shares are held by financial institutions, and 

Un March 31, 1981, Sallie Mae's common stock was split six-for-one. The one mil- 
11. ^''^u"^^^.^*"^.t*^? appreciated from their onginal price of $25 per share 
Koio .^u * S?^®" dramatic growth in assete, earnings and the near perfect 
fnr «MV«,f i^^? corporation s assete and liabilities, the stock has the potential 
for substantia further appreciation. Bank of America and the First National Bank 
of Chi^go make a secondary market in the stock. 

o«H • on this stock were paid for the first time in 1977 and have been con sist- 
l^ Jl ^"Creased each year from $.25 per share in 1977 to $2.13 in 1982. These modest 
payments have enabled Sallie Mae to retain a large portion of ite earnings to sup- 
port ite rapid pace of growth.. . 

.rf/^^Ku financed ite student loan program assete with discount notes 

J i^nn*^ market through the Federal Reserve Bank of New York as fiscal 

agent, ihe $400 million of three-month and six-month notes had the full faith and 
CTMit guarantee of the U.S. government which the enabling legislation provided, 
n/i^n nf markets was successful. However, in 1974, with the cre- 

ci^M^jf f ^"i55£^"^ 1^"^ Sallie Mae was required to issue ite debt 

?i r,^l°^^'^ ^ FFTB under the terms and conditions established by the FFB 
l«n l M^^r"'^' .^^°'"^.^^li? ^^^^ the Federal Financing Bank provfded all of 
Ballie Mae s financinK needs. This, secure jsource of financing was originally provided 
trZl Pf,^ce^"f"d ultimately percent over .the Treasury's cost of debt. These 
lunds allowed the corporatiomrto purchase guaranteed student loans from origina- 
te^ and to make loans (warehousing advances) to institutions that lend in the guar- 
anteed student oan program. These warehousifig advances utilized guaranteed stu- 
<aent loans as collateral. •. 

.1^?^% ^lu'^^S loans and the variable-rate warehousing advance yields 

are tied to the 9May Treasury bill, as is the FFB debt, the corporition built a solid 
oaiance sheet,^nd consequently was able to provide ite services at attractive prices. 

^ u ""^^^Si^ ^ebt .held by the FFB had short maturities. Begin- 

vnrf.w November 1980, Sallie Mae began converting this debt into longer-Wm, 
variable rate notes. These notes more, closely match the maturity of the corpora- 
tion s student loan assete. 

In March 1981, consistent with the Administratibn*s desires, Sallie Mae acceler- 
ated the plan previously intended by both Congress and Sallie Mae to utilize the 
^.'"^^^^t.^^ ^J^ ?^ financing needs. It' was agreed that Sallie Mae 
iTnn n il"^ c" 'P^^if"'' o^Jf S^?/?^,^^ ^^^^ outetanding debt reached $6 bil- 
lion or by September 30, 1982. Sallie Mae is the only entity to make the transition 



from the FFB to the public credit market Sallie Mae also agreed not ^ use the full 
faith and credit statua available through September 30. 1984. The final $400 million 
of the $5 billion FFB debt was drawn in January 1982. 

DEBT AND EQUITY MARKETS REENTRY 

As Sallie Mae made its egress from the FFB, it: closed one door and oj^ned an- 
other as it began issuing its first debt in the private markets. The corporation faced 
new challenges, risks, and considerations. It no longer had ready access to credit at 
Vs percentage point over the Treasury ; yield curve throughout the interest rat© 
cycfe. Although Sallie Mae's balance sheet fiuid In told an exciting,. ; 

promising story, the perception that investors held about an »n8iiJu"<>^,*"y£^^®J^ 
student loans presented a challenging communication problem. The publicity about 
the high level of, student loan defaults created visions of huge loan losses in the 
minds of many potential investors. , ^ , v. ^ ■* 

In order to issue debt cost effectively, Sallie Mae had to contmue managing its 
affairs conservatively. Financial analysts and potential investors would be dissecting 
its financial position and pricing its debt accordingly. Sallie Mae could only contin- - 
ue to offer its services at competitive prices' if it could access the mwkets ^ a pre- 
mier credit THis implied a need for steady asset and earnings growth, a balance in 
maturities of assets and liabilities, the simultaneous repricing of its assets and li- 
abilities, and a need to manage its leverc^e. .,jf,„. W .^-^ 

The period between March 1981 and January 1982 provided Sallie Mae the time 
to execute a smooth transition into the public market place. Investors realized the 
underlying strength in Sallie Mae's balance sheet, and its securities were ^quickly 
accepted at yields comparable to other agencies. . 

A discount note program was reestablished in May 1981. Discount notes acquaint- 
ed the capital markets with Sallie Mae and provided the corporation with liquidity. 
These notes are short-term securities which mature in one year or 1^. Sallie Mae 
has generally emphasized the shorter end of this range. The average balance o! di^ 
count notes outstanding in 1981 was $281 million witlt an average maturity of 15 
days The program grew in 1982 to an average of $519 million outstanding with an 
average maturity of-25 days. Presently, less than $100 million are outstanding, z 

This program received good investor acceptance, and Sallie Maes discount notes 
have sold at the same prices as those of other agencies for the same matunty. 

During 1981 Sallie Mae's innovative talents were invested in the design ot a tioat- 
ing-rate note. Given the variable rate on its program assets, traditional intermeui- 
ate-or long-term. iixed-rate liabilities were inappropriate for Sallie Mae. if oal"^ 
Mae were to continue to avoid the dangers of reinvestment, refinancing, and basis 
risk, it had to createTriew intermediate-term, floating-rate liabilities. The r^ults ot 
these efforts pro4iic#; an iti^trurtent that matched the program a^ts and had a 
broad investor ^|>peal. The .floating-rate notes have: 

(1) A coupon which is reset weekly, and ■ ,j c u «j ^.,s«o 

(2) The coupon is tied tathe 91-day Treasury bill auction yield oh a bond equiva- 

^^Tlie^rat floating-rate notes were sold in February 1982. Initially, a $200 million 
issue was planned, but investor demand was so strong that the amount was in- 
creased to $250 million. This three-year note has a rate of interest which is set at ^& 
basis points over the 91<lay Treasury auction yield. The issue was an unwritten of- 
fering and was the first floating-rate note publicy offered in the agency market and 
, the first such security offered to the investing public. . . ^ 

' Although variable-rate notes had been previously sold, investors had been disap- 
pointed with their performance. Their coupons had been reset every three or six 
months, which was insufficient to protect the principal invested in a volatile inter- 
est rate environment. The weekly reset was so popular that within weeks ot the 
February issue it had been copied by several other m^jor institutions. $ 

Sallie Mae sold, in March 1982, a seven-year floating-rate^ note with the, same 
structure and spread as the previous note; for an additional $200 million. Although 
both of these i^ues were very sucessful/ the spread of 75 basis points was siejiifi- 
cantly higher than the cok of the FFB debt This instrument wm intended to be a 
Standard financing tool for the corporation; however, it increased the corporations 

^^rVe^l^ate^^^^ bond rally of 1982 decreased the attractiveness of the floating-rate 
notes fpr investors. In a declining interest rate environment, many investors^ught 
fixed-rate securities which "locked in" a yield or resulted m capital gains. The po- 
tential cost of issuing additional floaters rose, and the corporation sought alterna- 
tive sources of long-term funds. 



The urgency to acquire term funds mounted as September 30, 1982, approached 
and the legislatiop dealing with paru passu had not been passed/Should the corpo- 
ration have to offer subordinated debt, the costs would be significantly higher In 
many market environments, it could result in Siallie Mae pricing its services at un- 
competitive levels. Sallie Mae, under these circumstances, would be signifir" -^'^ 
hampered in meeting the goals set forth in its charter. ' 
^ this time -As 




her 30, 1982, &lHe Mae had $941 mUHon discount notw outstandlnfc 
^ timw the ayet^e , 1981. 
of dwcount notee^ued^j^ 

excellent meaM of acquinng short-term n^ed. > -^^^:W^ 

In the search for additional fihfimcing, SalUe Mae sold 4200 i^m*^^^ 
notes which were privately placed and will mature on Septembet«6lm with an 
annual extendable maturity through 1987. The rate on these noWT^ ato 76 basis 
points over the Treasury bin. An additional $100 milUon was^uired via master 
notes. These notes are due^on demand and have a ma;timtun maturity of nine 
months. The cost is Ued to the certificate-of-deposit equivalent of the 91^y Treas- 
ury bill auction rate, a very attractive price« > ^ . 3 . . v 
*u J*^® sununer of 1982, the corporation began analyzing a new technique used in < 
the Eurobond market to transform fixed-riate liabUiUes into fld^ting-rate liabUities ^ : 
and vice^versa. Sallie Mae conUnued its innovative trrfditiorf: and adapted this mech- > 
anism, the mterest rate swap, for domestic markets. - ' - ; 

An interest rate swap involves no transfer of principal Sallie Mae agrees to make > 
periodic floating^rate payments to a counterparty^ and the counterparty agrees to v 
make fixed-rate payments to Sallie Mae. Sallie Mae issues fixed-ratedebt Md con- 
verts It into the intermediate-term, floating-rate debt it d(^r^ via this m«:hanism. \. 
Lehman Brothers was pleased to provide l^e Mae with its first swap counterparty ^ ^ 
and to arrange a fixed-rate, intermediate-term d^bt issue to finance it. Sallie Mae is 
now issuing its debt as a fiscal agency, \ . \ 

Floating-rate notes have recently augmented the financing offered via ihterest 
u 1 noo ^'^^ money market accounts, authorized for banks and thrifts in Decem- 
j>er lysj, have recently generated additional demand for floating-rate notes. The bil- 
liOM of dollars flowing into these accounts can be invested'in floating-rate. notes 
wi)» minimal basis risk. The deposit and the FRNs.are repriced weekly. 

■ Sallie Mae took advantage of this increased demand by* issuing $200 million of 
floating-rate notes m April 1983. The robust demand for this type of Instrument al- 

_l03fi^allieJV!ae_to-pnce^^^^ 
with a term to maturity of ten years^^HBSs^^ 

« Since Sallie^Mae ventured into thel^H|SfflR^ts in 1*81, new^ creative debt in- 
struments have^been designed and utiDREKbp^^ to finance the ever- 
growing demands to assist in the funding Of higher education. Sallie Mae has re- 
si^ded adroitly to the rapidly changing environment. 

tradition established with its debt instruments was maintained in its ^iSuity 
oflenng In February 1983 when it issued five million shares, at a price of JJSO per 

V share, of adjustable rate cumulative preferred stock [ARP]. An ARP waaOirst of- 
fered by Chemical Bank in May 1982. At that time the cost Of this typ^of equity 
was quite high and was unattractive to Sallie Mae. With the compression t)f spread 
relationships in the winter, this instrument became more and more apiw&ling. 

At the end of last year, Sallie Mae had a debt-to^uity ratio of 72 to 1. Investors ' 
were not overly concerned about their risks given the extremely well-matched bal- - ' 
ance sheet. The government guarantees on student loans and the collateral provided : 
on tl?e pr^am assets minimize credit risk. However, this extremely high leverage 
ratio could have become a constraint to further growth, and acquiring additioiSa 
equity was desirable. ^ y 

' provided inexpensive attractive capital. Its advantages include: 

(1) the dividend is reset quarterly and is equal to 4.5 percentage points less than 
the highMt of the 9Way Treasury bUl rate, the 10-year Treasury constant maturity 
rate and the 20-year Treasury constant maturity rate; 

(2) the dividend can be no greater, than 14 percent; and 

(3) there is a three-year caO provision. 

A 9 percent dividend is offered through June 30, 1983, and there is a floor of 5 
percent. 

^ The timing and pricing of this issue was optimal. Pricing of ARPs improved until 

The $250 million of equity provided significantly decreased the corporation's lev- 
erage. The debt-to-equity ratio in March dropped to 20 to 1. This is now comparable 



to the notion's major financial institutions' leverage positions. A lower debt to- 
equity provides Sallio Mue with greater flexibility to acquire more program assets 
and to design less traditional program assets. ' ■ 
Sallie Mae's financial history has been dominated by two phenomena: 

(1) Prudent, conservatiye asset-liability management, and 

(2) Innovation. 

These are enviable characteristics that more financial institutions should emu- 
late. Salile Mae is an outotanding corporation that seems to be creatively fulfilling 
the goiSls of its charter. Moreover, In itfl. reentry into the market, Sallle Mae has 
gained the nMpect of Wall Street for Ite lngenuityr integ^^^ 

In summary, this corporation has built a sol^lbundatTon upon which it should be 
able to provide additional support for higher education finance. In a very short 
period of time, these resourceful managers have developed three mcuor and reliable 
funding sources that are complementary in nature and should provide funds at rea- 
sonable cost throughout the interest rate cycle. The stability of Sallie Mae s balance 
sheet and the continuity of its earnings, combined with its prospects for the future, 
all provide a marvelous story for a person in my business to tell investors. 

STATEMENT OF PETER SOLOMON, MANAGING DIRECTOR, 
' LEHMAN BROTHERS, KUHN, LOEB, INC. 

Mr. Solomon. Thank you, Mr. Chairman. It's an honor to appear 
before the Subcommittee on Postsecondary Education and to 
present my views on the investment banking cpmmiunity's percep- 
tion of Sallie Mae. . V J i. 1 

I have submitted to the record a longer statement, which details 
Sallie Mae's financing history and its recent entry into the public 
debt preferred equity market. 

Let me confine my remarks to two points. First, the critical role 
that Sallie Mae plays in the success of the student loan programs, 
and second, the importance of the financial market's perception of 
Sallie Mae's high credit quality, to Sallie Mae's ability to meet the 
public purposes outlined for it by Congress. ^ v i. i.u 

With respect to the student loan programs, it is clear that the 
availability of Sallie Mae's services is a major contributor to^the 
willingness of financial and education institutions to make student 

loans. ' ' , . i. J J. 

Without Sallie Mae's willingness to purchase and service student 
loans made by these institutions and vrithout Sallie Mae s advances 
to these institutions so that they can make loans, we would s^ 
considerably fewer student loans made in our Nation and at consid- 
erably higher costs. . * 

I hold these views based on my experience providing investment 
banking services to many financial institutions' over the yeats and 
to my current position as an overseer of Haryard Universlt3^ 

On the second issue there is no doubt that Sallie Mae s ability to 
sell debt at reasonable interest rates and on a regular basis is cen- 
tral to its ability to purchase student loans and to make advances 
to lenders which make student loans. " . ^ 

Sallie Mae's securities currently are perceived by the financial 
markets as very high quality securities comparable in quality to 
the best Government agencies' securities such as the Farm Credit 
Administration. , , . . m 

In my business, all debt securities are priced relative to Treasury 
bills, which, of courseware the highest quality taxable bonds. We 
now sell Sallie Mae's securities at yields which are approximately 
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?5 to 30 basis, points, or one-fourth to three-tenths of a percent of 
an interest percent, higher than the yield on Treasury securities. 

I should note two things. First that as a point of reference, this 
rate is better than the rate on triple A quality commercial banks. 
Second, this is probably a cyclical low. The two issues of floating 
rate notes which were done by Sallie Mae in 1982 were at spreads 
of 76 basis points above the T-bjll rate, l^iat Sallie Mae is per- 
ceived as such a high gualitpcompapy ^ ai^c^ company's 
prudent management and to the superb job that Ed Fox and his 
group have done in educating the financial community about Sallie 
Mae. c — * : ^ ^ r 

After all, we should not forget that the reactions of^both inves- 
tors and bond salesmen the first time they heard the name **Stu- 
dent Loan Marketing Association," was to think of students dor 
faulting, on loans, which, as you can imagine, is not the best 
thought when one is trying to borrow money for Sallie Mae in 
large magnitudes at the lowest possible interest rate. 

I thought it would be of interest to the committee if L could sum- 
marize how Lehman Brothers sells Sallie Mae bonds to the public 
and what facts about Sallie Mae's securities are importaijit to inves- 
tors. 

First, it is extremely iniportant to investors that they are buying 
the most senior, first priority in terms of bankruptcy, securities of 
SalUe Mae. Bondholders want complete assurance that, in the 
event of bankruptcy, their, claims would be equal to the claims of 
other creditors. That is why investors generaUy buy subordinated 
debt at rates that are often 50 to 100 basis points or more above, 
the interest rate on senior 'debt. 

For Sallie Mae marketing its publicly sold securities subordinat- 
ed to the FFB debt, would have an additional chilling effect be- 
cause investors would perceive rightly or wrongly that the Govern- 
ment was washing its hands of the responsibility for Sallie Mae 
and this, of course, would medn higher rates of borrowing for Sallie 
Mae. 

The second critical point in selling Sallie Mae's bonds is the per- 
ceived ties that Sallie Mae has to the Federal Government, The 
fact that Sallie Mae's assets are federally guaranteed, the fact that 
Sallie Mae has a $1 billion line of credit from the Treasury, ^al- 
though it has never been used, the fact that Sallie Mae has $5 bil- 
lion of borrowings from the Federal Financing Bank arid the fact 
that Sallie Mae's securities are exempt from State and local tax- 
ation all contribute to the perception that Sallie Mae is an agency 
security. ^ 

Without this perception, Sallie Mae's borrowings ^yould be con- 
siderably more expensive. 

Third, Sallie Mae borrows on attractive terms because it is a con- 
servatively and creatively managed company which almost perfect- 
ly matches the maturity and pricing of its assets and liabilities; 
Through sound and creative management, Sallie Mae has avoided 
the gap which many other financial institutiolis fell into — provid- 
ing short-term and lending long-term or borrowing long-term and 
lending short;term. 

One need only look at the savings and loan industry to see the 
problems that this could create. 
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Finally, the , fact that "Sallie Mae's profitability ' has grown in 
recent years provides assurance to investors that the company is 
generating enough income to meet its interest and other expenses. 
,The importance of all this is really quite^aimple. 

If Bailie Mae can borrow at low interest rates in the public mar- 
kets, it can grow mpre rapidly and ultimately facilitate loans to 
students at more attractive "terfns. 

In my judgment, the legislation that you are lottking at is essen- 
tial to allowing Sallie Mae to continue to play this role. 

Thank you, Mr. Chairman. 

Mr. Simon. Thank you for a statement that was so good it sounds 
like it was written by Sallie Mae. 

Our next witness, Mr. Frederick Hammer, executive vice presi- 
dent of Chase Manhattan. 

[Prepared statement of Frederick Hammer follows:] 

Prepar£d statement of Frederick S. Hammer, Executive Vice President, the 
Chase Manhattan Bank, N.A. 

Mr- Chairman and distinguished members of the Subcommittee. My name is Fred- 
erick S. Hammer. I am Executive Vice President of the Chase Manhatt^in Bank, 
with responsibility for the Consumer Banking Sector. It is a pleasure to appear 
before you today to discuss the role and significance of the Student Loan Marketing 
Association. I am particularly pleased to have the opportunity of presenting the 
viewpoint of the student loan originator because from our perspective, Sallie Mae is 
not only an exceptionally well managed corporation, but a criticiifl factor in the stu* 
dent loan market. \ 

You have requested that I focus on the importance of Sallie Mae to the Guaran* 
teed Student Loan secondary market in terms of providing "support to lenders." I 
would like to modify that slightly and discuss how Sallie Mae provides encourage- 
ment to lenders, in helping to ensure a consistent market stimulus to originating 
student loans and facilitating student loan operations. First of all, however, allow 
me to briefly describe our activities in that market; r 

Chase has rapidly expanded its student loan business over^ tijhe last several years. 
Originations grew at a compound rate of 32.1 percent between 1979 and 1982, from 
$78 Million to $180 Million, representing by year-end 1982 just under 3 percent of 
^^Ln"^*"®'^°"^* Chase had $895 Million in outstanding loans to 

225,000 student borrowers, or about 3.3 percent of total outstandings. We make stu- 
dent loans in all 50 states, originating them through direct participation in the 
Loan Guarantee programs of New York, California, Maryland, Missouri, Arizona 
and Hawaii, and in other states through the United Student Afd" Funds Reserve 
Program. Chase was also the first lender to participate in the Health Education As- 
sistance loans {HEAL] program, providing assistance to medical, dental, veterinary, 
and other health career students. We remain the m^or participant in this program, 
having originated over 65 percent of such loans by the end of 1982. > 

Overall, then, as the second largest lender in the countijy, QiaseVhas demonstrat- 
ed consistent leadership in the student loan market. AncT^ a lending lender^ we 
believe that Sallie Mae performs a critical and highly constructive ^le in providing 
a healthy stimulus to our ability to perform efi'ectively as a business in that market. 
Let me elaborate briefly. 

I earlier made the distinction between Sallie Mae "supporting" and "encourag- 
ing lenders because, as you )cnow, Sallie Mae is a'private, for-profit corporation; 
and 80, of course, are we! This is impprtant to keep in mind because it determines 
the context of student loan origination, reinvestment and funding; insofar as Sallie 
Mae is concerned. For Chase, student loans are considered a consumer banking 
product. We are organized for student lending as a line of business, and the business 
is measured by how weir it performs against standard measures used for other bank 
products. The student loan division therefore competes for resources and funds with 
other consumer loan products; and the cost of funds is the m^or cost element in the 
business, . ♦ 

The pricing of Sallie Mae "warehousing advances," for example (i.e., advances to 
lenders collateralized with lenders' student loans) uses ^ its starting point the siame 
average 91-dav Treasury bill yield which is the basis for calculating the "special al- 
lowance" paid on student loans by the Department of Education. Sallie Mae acUusts 
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upwa rd from' that boBo to . charge o dorjimorcioUy justifiable rate for its funds. The 
resultant spread between' our cost :;of f\irid8---inoluding^ 

income on tne student loan business is sufOciently attractive at the margijiitO rpiain- 
tain our corhmitment to thainarket/ At.the tiame time^ is rdatiVely rnM^t.com^ 

Rared to other lines of consumer business, and the cost of Ainds receiyed^dfTO Sallie 
lae is, na mentioned, at strictly commercial and arm's length levels, Likewise, our 
sales of student loans to Sallie Mae help us to nianage our business— for example, 
by controlling or reducing excessive concentration^ in given areas or^prbgrams. As 
the largest player irt the secondary market^ Sallie Mae jplays a significant role in 
enabling lenders to achieve theftr liquidity and portfolio management pbjed^^ . 
again, the terms of these $alb8 are commercial. . . , 

However, at the same time as SoJlle Mae operates on a iatrictly commercial and 
arm's-length basis in its relations with lenders, it performs a crucial role in proniot- 
ing and facilitating our student loan business. It does this by linking the funds it 
ipakes available to lenders with conditions that impel us to maintaiiv or increase 
bur student Iban originations. Not only are Sallie Mae warehousing advances collal- 
eralized with student loans, but these advances are generally conditioned on rein- 
vestment of funds in additional student loans; or, if market demand and cyclical fac- 
tors indicate, on maintenance of student loan portfolios at levels existing at the, 
time the Tiew Sallie Mae funds are borrowed^Eto^ 

advances provide an essential means of ensurihgt continuity or eveii enhancement of 
student loan activity, both generally and at the margin, by providing a clear incen-^ 
tivb to the origination bf incremental loans; - - ^ 

OvfeV the last 10 years. Chase has borrowed at various times from Sallie Mae, gen- 
erally under reinvestment conditions. These funds are a key ele^ront of our student 
loan business and an equally important factor in sustaining oar commitment to 
leadership iii that market. * " V . - ,. . 

. Another way in which Sallie Mae provides encouragement to lenders is by elimi- 
nating potential disincentives to entering the studfent lpan market. As the most im- 
portant single factor in the secondary, market, its role is crucial because it allows 
many banki to remain; significant originato^ . where th^y might otherwise ^be dis- 
couraged from that effort. For a bank to bJa a full service student lender, it must 
perform three mayor processing functions; origination; conversion; and coUectioni 
Many banks haye elected to avoid the l^tterjbwo— quite burdensome— processes' by 
selling student loans to Sallie Mae after origination. In the absence of the ability to 
sell such loans, the prospective high costs of conversion and collection, and the con- 
sequent inability tb earn an attractive return on the business, would act as a strong 
deterrent to involvement in the student loan market^ For this rew^ 
encouragemieht to lenders cain fairly be dtscrilKsd as pi , . ,^ 

. In summary, Sallie Mae has evolved .under dynamic and innovatiye leadership 
into ain institution which successfully cbmbiries busineM performance with the fUrj 
therance of critical public goals. We believe that Sallie Mae, has contributed aub- 
staatially to the maintenance of high standards in the industry, and^that it has 
proven to.be not only responsible but extremely responsive to the varying needia of 
lenders and other relevant actors. . . 

We especially .welcome Sallie Mae's vocal commitment to supporting state agen- 
cies, because these agencies are absolutely key tb the growth of higher, education 
opportunity is this country. Since student loans are essientially ;^tflite programs, and 
with greater emphasis than ever before on state and local responsibilities for educa- 
tion, it is evident that the student loan market can only benefit from the presence 
of vigorous actors at both the federal and state levels; . 

^ The marfet itself, as I have indicated, is ah attractive one; but it does have an 
lihmet neied^at the federal level which might: warrant additional Congressional at- 
;tention, and which this subcommittee may wish to address in view of, its interest in 
encouragin^^dentloans. 1 refer to the heed for greater legislative contin uity. 

you kn0wv:5t(iaent loans are already extremely complex,, due to the involv^- 
inent'of numerous intermediaries and to j:onsiderie^ble variegation among state regu- 
lations and requirements. TTie operational burdens involved in this (iomplexity- are 
to a certain extent unavoidable, although they- are bbvibusly more pnerous for lend- 
ers which operate oh a multistate level than for institutions lending within only one 
state. In addition,, bankihg is a very narrow margin ^ business. A successful bank 
makes less than 1 percent return or . assets; therefore, if it loses money on phe loan, 
it must make 100 other good ones just, to break eveni This is a mcyor reason why 
bankers abhor uncertainty; the profit margins of the business are simply too thin to 
afford the luxury of "playing it by ear/^ Under these circumstences, any, aggrava- 

: tion of existing market uhcertainues provides a strong disincentive to doing busi- 



For thiB reuHon, frc^quont logiHloitlyo change can play a major role in discouraging 
jprospective londerfl, ospocially when the high level of uncertainty created by such 
change requires resolution within tight, timeframes dictated by a business' seasonal . 
nature. This has been the case with regard to student loans almost every year since 
19()5; and, without taking issue with various substantive changes that have been leg- ' 
islated, I would say that the net result of this heightened uncertainty is a medsage 
to prospective, lenders not to enter the business, ^ith all due respect, this would 
appear. to be quite the opposite of what Congress has intended, and I would there* 
fore imagine tnht, a plea for greater continuity in legislation and regulation is ap- 
propriate, Controlling the trend to excessive procedural modification—taking more^ 
on an **\{ it ain't broTce don't fix it" approach-— might well encourage greater par- 
ticipation is student loans, while permitting existing lenders to maintain their oper- 
ational efficiency. 

Needless to say, the i^ti^ate .beneficiaries of the positive market factors I have 
mentioned, and of any^roi^ldural improvements that might be undertaken, will be* 
those students who are trying to make equal opportunity a reality, and who must 
receive ai^ abpropri ate education to do so. In 1965, the average cost of a four-3[ear 
private uhivof-sity education for a full-time resident student was' $8,800; Todays it is 
|30,000r The need for student loans remains substantialr and <cdn be expected to in-^ 
crease further. It is a market to which Chase in committed and in which we intend 
to remiiin leaders. As for Sallie Mae^ we strongly believe that both its fundamental 
mission and its performance against that mission represent critical positive factors 
in that market— a market on which, in very real terms, our country's future de- 
pends. - • / 

• . ■ . ■ 

STATEMENT OP PRllDERICK HAMMER, EXECUTIVE VICE 
tPRESIDENT^ CHASE MANHATTAN BANK 

Mr. Hammer. Thank you, Mr. Chairman. My name is Frederick - 
Hammer. I am executive vice president of Chase Manhattan B 
wit6 responsibility for Chase's consumer banking businesses. I am. 
pleased to have the opportunity to present today the viewpoint of a V 
student loan originator and, from oUr perspective, .indicate how 
Sallie Mae has become a Briticarf^^^ in the student loan niarket. 
: : We have been requested to focus oil the importance of Sallie Mae 
in terms of providing support to lenders. I would like to modify 
that slightly and discuss how Sallie Mae provides encpuragemeht 
in helping to insure a consistent market stimulus to originating 
student loans and facilitating student loan operations. ^ 

To piit my remarks in perspective, let me briefly describe our ac- 
tivities. Student loan -originations at Chase have grown at about a 
30-percent rate over the last several years, from $78 million to 
$180 millioA. We did about a high of $400 million in 1981 and we will . 
do about $300 million this year. ; ? 

We* hold about $900 million in outstanding loans to somewhere 
over 225,000 student borrowers, which represents a little bit over 3 
percent of total outstandings. We make student loans in all 50 
States in originating them through direct participation in the loan 
guarantee programs of 6 States— New York, California, Maryland, 
Missouri, Arizona, and Hawaii-^and in other States through the 
United Student Aid Fund's reserve program. 

' We were also the first lender to participate in the HEAL pro- 
gram and remained a major participant in this program, having 

, originated about two-thirds of such loans by the end of 1982. 

Overall, then, as: one of the yery largest makers of student loans ' 
in the country, we believe Sallie Mae perform a critical and con- 
structive role in providihj^ a healthy stimulus to our ability to per- 
form effectively as a business in that market. 



; As yovi kno>v, SaiUe Mae i% a priyate *fb^proflt corporation cind so 
'C- do w6 attempt to be^ This k impbrt^nt #fke^p mind because it 
; i'd^termlnes the; con^^ 

c , and funding insofar as Sallie Ma^ i^ concerned. ; v ■ • ^ t 

At Ghase, we consider student biginking prpd^ 

ucts and we are organizli'for student lending as a line of business, 
and the business Is measured by how well it performs against 
; standard measures of profitability used for our other bank busir 
/nesses./;- ■ ■ 

The student loan division therefore competes for resourced and 
funds with other consumer loan products and the cost of funds is a 
mcgor cost element in the business. The pricing of Sallie Mae ware- 
housing advances, for example, uses as its starting point the sam^ 
average 91-day T-bill yield which is the basis for calculating the 
special allowance paid on stijdent loans by the Department pf Edu- 
:.;'CationvV , ■ .... : 

Sallie Mae a4justs_ upward from that base to charge a commer- 
cially justificable rate for ite 

cost of funds, including these advances,, and our income on the stu- 
dent loan business, is sufTiciently attractive at the margin to main- 
tain our commitment to the market. 
^At the same time, it is relatively modest cPmpared to othipr lines 
of consumer businesses, and the cost of funds received from Sallie 
TMae is, as mentioned,^ at strictly commercial arid atm's-length 
• levels. Likewise, our sales of student loans to Sallie Mae help us to 
. manage the business, for exampliB/ by controlling or reducing exces- 
' siye concentrations in given ar^ 

As the largest player in the secoridary . market, Sallie Mae plays 
a significant role in- enabling lehdertf to ieichieve their liquidity m 
'iJortfblio management objectives, and a^ of / these 

sales are comniercial. However, at the sa^^ 
V, erates on an arm's-length basis in its relatiojis^^w^^ 
- forms a crucial role in promoting and ; facilitating the student loan 
business. It^es so bjr liiiking^he funds; it makes available ^^w^ 
conditions trat impel us or increase bur student loan 

.;■ .:orijginations.;.- /^'^C 

Not only are Sallie Mae advances cpllaterized with student loans, 
but these advances are generally conditioned on reinvestment of 
funds in additional student Ibansi or, if market demand and cycli- 
cal factors indicate, on msdhteniihce of student loan portfolios at 
levels existing at the tinie the new Sediie M^^^ 

Either way Sallie Mae Warehousing advMces provide ah esspn- 
tial means of insuring continuity in student Ipah acti^^^ 
vidirig a clear incentive to the origihatibh pf incre^^^ 

Over the last 10 years; we have borrowed at 
Sallie Mae, generally under the reinvestment 
to know our gross spreads in advance, these funds are key elements 
•i.pf our student Ipan business, and an equally important factor in 
sustaining pur commitment in the market; 

Another way in which Sallie Mae provides encouragement to 
lenders is by eliminating potential disincentives to entering the 
student loan market. As the most iniportant single factor in the 
secondary market, its role is crucial because it allows many banks 
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to remoin sighlflcant originators whore they might othervvise be 
dlscourogecj rrom thot effort. 

For a Dank to be a fuU-i9iBrVice' student lender, it must perform 
three major processing functions: origination, conversion^ and col- 
lection. Many banlcs have elected to avoid thfe latter two, quite bur- 
densome, processes by selling student loans to Sallie Mae after 
^ origination. In the absence of the ability to sell such loans, the pro- 
spective high costs of conversion and collection, and the consequent 
inability to earn an attractive return on the husiness^ would act as 
a strong deterrent to involvement in the student loan market. For 
this reason, Sallio Mae's encouragement to lenders can fairly be de- 
scribed ds pivotal. 

In summary, Sallie Mae has evolved under dynamic and innova- 
tive leadership into an institution ^hich successfully combines 
business performance with the furtherance of critical public goals. 
We believe it has contributed substantially to the mamtenance of 
high standards in the industry and that it has proven to be not 
only redpohaible but exVemely responsive to the varying needs of 
lenders and other relevant participants in the market. 

We especially Velconie their vocal commitment to suppor^ng 
State agencies, because these agencies ^re absolutely key to the 
growth of higher education opportunity in this country. Since stu- 
dent loans are essentially St^te programs, and with greater empha- 
sis than ever before on State and local responsibilities for educa- 
tion, it is evident that the student loan market can only benefit 
from the presence of , vigorous actors at both the Federal and State 
levels. . 

The market itselfi as I have indicated, is an attractive one, but it 
does have an unmet need at the Fisderal level Which might warrant 
additional congressional attention, and which this subcommittee 
may wish to, address ifJ^^view of its interest in encouraging student 
loans, r refer to the need for greater legislative continuity. 

As you know, student loans are already extremely complex due 
to the involvement' bf numerous intermediaries and to considerable 
variegation anlong State regulations and requiremients. The oper- 
ational burdens involved in this complexity are to a certain extent- 
unavoidable, although they are obviously more onerous for lenders ! 
which operate on a multistate level than for institutions lending 
within only one State. In addition, banking is a very narrow 
margin business. A successful bank makes less than 1 percent 
return on assets. V 

In other words, if it loses money on one loan it must make 100 > 
similar ones jiist to break even. This is the major reason whyTbank- 
ers abhor, uncertainty, ^thef' profit margins of the business are too 
thin to afford the luxury of playing itl)y eatv Under these circum- 
stances any aggravation of existing market uncertainties provides 
a strong disincentive to doing business. 

For this reason, frequent legislative change can play a major role 
in discouraging prospective lenders; especially when the high leVel 
of uncertainty created by such change requires resolution within 
tight timeframes dictated by a business' seasonal nature. 

This ha.s been the case with regard to student loans almost every 
year since 1965, and without taking issue with various substantive 
changes that have been legislated, I would say that the net result 



if thit heightened ynce 

• hot to enter the buslriess. C * ; ; ; 1,: ' 

V W^^ appear to bo quite the opposite 

of what Congress has intended, and 1 would therefore imagine that 
a plea for greater opportunity in legislation and reg^^ 
propriate.'' •' ^■^ ■ ■.•""■'t-. ■\ 

■ Glearly, the need for student loans remains substiantlal and can 
be ekpected to increase further. It's a market to ,wh^^^ we at this 
time Intend to remain active, and as for Sallie Mae, we believe that 
both its fundamental mission ^nd its performance against that 
basic mission represent poritive factors in the market. 

Thank ypu, Mr. Chairman. 

Mr. SiMpN. Thank you^^ry much. / ; • 

Finally, Mr. Hurley. v ; ^ ^ 

[Prepared statement of Geoffrey Hurley follows:] 

PKBPARBD STATRMENt or QkOFFBICY K. HURLBY, ESC^.. BHOWN, WooWl^i^rM^ 

& pBrrrv/ONB World Tra 

I appreciate having the opportunity to testify before this Committee today relat- 
ing to the relationship between the Student Loan Marketing Association [■Saljie 
Mae"] and a statutory provision that establishes, in the case of the insolvency of 
any person, a priority in favor of the United States for debts owed by such person to 
the United States over other indebtedness of such person. L am a partner in the 
New York City law firm of Brown, Wood, Ivey, Mitchell & Petty. In connection .with 
Sallie Mae's underwritten public offerings of securities during 1982 and 1983. my 
firm acted as counsel to the syndicates of securities firms that purchased Sallie 
Mae's securities for resale to the investing public, and I have been ^he partner at 
Brown, Wood with primary responsibility for our participation in thefie financin^^^^ 

In 1974, Sallie Mae sold through an underwritten public offering to eligible finan- . 
cial institutions and educational institutions under Its enabling legislation an issue . . 
of its voting common stock. Subsequent to that stock offering, Sallie Mae raipe^^^ 
funds necessary ta support its operations primarily firom the sale of radebt obiig^v / 
tions, which were guaranteed .by the Secretary of Education or his pi^efcewr^ to 
the iederal Financing Bank [the "FFB"]. In Marchrl98li SalUp Mae^and i t 
entered injo an agreement pursuant to which the FFB agreed to wnd Sm 
to $5 billion, inclusive of then ou^tanding borrowings, prior' to September m 
and Sallie Mae agreed to cease utilizing the FFB as a fundjng source upon the ^arlK 
er of the borrowing of $5 billion on September 30, 1982; On January^, 1982, S^^^^ 
Mae borrowed from the FFB the last of the funds available^ to it , under' this wree- 
ment and, with $5 billion of FFB debt outstanding, its accessitQ the FFB a jpurce ? 
of funding ended. . . 1. » ^ ' • , V ■ ; ' ; 

In anticipation of leaving the FFB and meeting its finailcihg^^^nee^^ 
guaranteed securities offerings in the public credit maarkets, Seulie Mae began, 
May 1981, to issue its non-guaranteed shorttterm (i.e. a:maturity of one.yea^ 
Discount Notes to investors through a group of securities dealers* In February: 1^^^ 
Sallie Mae sold in an underwritten public offering $250 .rimiioh of its^ Floattng Rote-^ 
Notes, Series A, Due February 15,J[985.^This jyas Sallie ^M^e's first public Pj^e^V^Lu 
hon^guaranteed i' • • • ' *■ • « ^ 

1982 of another _ _ 

. ing and the sale in September 1982 of $100 _ 

1983, Sallie Mae sold 5 million shares of its Adjustable Rate GumTilatiyevPrefewed 
Stock, Series A. In addition to these underwritten public offerings^. SallieJMae has. 



ties in .February 1982 and in coijheqtlbn with each pjiblic offering since then, pro- 
spective underwriters of such securities have, ia light of-tHe large amount of Sallie 
Mae's outstanding indebtedness to the FFB, Sought flsaurances that, in the event. 
Sallie Mae should become insolvent or be Uquidated or r^rgani2«d, ithe^ d^^ 
to the FFB would hot be accorded Priority over Same Mke s delfl;.obligatrond TOlato 



to the FFB would hot be accorded priority over Same Maft's delfl;.obligatfcnd TOld to 
the public by virtue *f Section 1^1 of Title 31. :offthe United States Codfe^CWhw^ 
understand >has recently been recodified as 31 U.sS^C. § 3713). . Sectiona-gi. (^y^^ 
shall hereinafter refer to as tl^e "Federal Priority Statute") provides th^, when a 



niiwdi iflo dobtH uil(tj.f) Hio Unit? 




io'N if IhiiolvonVW^t'toin aoU aro con^ 
^ ^ ^ idilo.U) Hio Unitiid 8talf4>^»Hi>1l. Hriilri^^^^ Suction 101' doun, 
howijvtlr. prjuvida U^ualio prUiflt^^ Boction boob not apply in a 

pos<»undej-.tVo F^sdoml-Banr^ 
w«k Apt of nhv QHrilalanciD'to Sallle Mhehlrficip tbort ?iaB fierlowB doubt na to whether 
^alllo Mho wfia ollglble to bo a 'Mobtorl uhfe Bankruptcy Code. To be 

ir^lobtor Mndor.tho'Fodei^iI Dnifkruptct CbdO/ond/mUHt bo a *'perHon'\ (11 U.S.C, 
l()9(n)), :A "pei'ion"'i8 dtnnod^b^cptalv i^cl^^^ unit". (Id. at 

rhnidmm'an/t'' l8,jLn ,tiiNi, defined to include a "depart- 



ipi(JjO;).'Tho't<)rm ';((<>Vorh 
rniintrinirency oi* inatrwmtmtalityopi 
SaUlo Muo ,wer6 cojrwldor^d ; to ,^4 
St|it(«",^t vJ^uld hoj^o 'oliglblo to bo \ 
Rankrupt9y Code watfh^to li6ui^i]Jl\ 
'ftho liquidutloh pr roc^rani/Jitlon of! 
.vyiljl^n|lrfu<^tcy>Code, Jfto F^drnl Pi 
ahd Mi\bankwl\vfeed^ F|fidley ,& '*'' " 



Umffid States". (Id. at ft 101(21))., Thus, if 
Sgonjby or InstrumentQllty of tho United 
?rebtoiMunder olth Chapter 7 of the Federal 
as oi/Cnapter 11 rotating to reorganizations. 
qlIl(/(Mae wore not conducted under tlio Fed- 
Statute would be upplicabie, My firm 
ow firm which acted ua special counsel 
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, >in8truraontuH fox_purposo8 of the Federal Bankruptcy Code. 

^' In ldHlj tho Ciiljgress amehdedjjSibctlon 489(1) of Sallie Mae'a enabling legislation! 
\offoctive SeptcLmber 1981, by iJUding the following sentence: 
^ /!Fop .th|t'PUin)Q8o of thfe distribution of its propertv pursuant to Section 720 of 
Title 1); UnleddlStates CoMe, the Association {Sallie Mae] ahull be deemed a person 
jfvithini the meaning of sucW 

^Thla. amendment ^cfearly^n S^fUie Mue eligible to become a debtor in a volun- 
tery or InVolui^triry iimydlitioh procfceding under Chapter 7 of the Federal Bank' 
■^ch/p^eeding the Federal Priority Statute would not be applica- 
'oiause 6he amendment referred explicitly only to Chapter 7 of the , 
Federal Banxruprcy^Codo which governs liquidations and not to Chapter 11 of the 
Pt^eral Bartkrabtcy^ode which governs reorganizations, it is not clear that the 
amendment mciqerSallie Mae eligible to be a debtor in a reorganization proceeding 
under GHiapW 'n Code. If Sallie Mae >vere not eligible to 

J)^bme \di)owj^ of the Federal Bankruptcy Code, any reorganiza- 

^ --^ prcftpgdnJMoiHd takd the form of an equity receivership in which the Federal 
/^oML ^uld* be applicable. Moreover, making Sallie Mae an eligible 
tad&^ Bankruptcy Code would not preclude Sallie Mae from 

AoeTtJrtg ina^^ state insolvency proceedings in which the Federal Priority Stat- 

y,te vvqiild^ ^ 
. ;-:.Ei?ectiiM^ Decemb the Congress further amended Section 439(1) to 

i iriake it ttkfilicit that the Federal Priority Statute would not be applicable to debt of 
Sallie; Mae issued or ^incurrod on or before September 30, 1982. This was accom' 
i plishe^ by the follovying provisibn: 

: riority establis in favor of the United States by Section 3466 of the Re- 

yi^^a'^tatute ^Jl U.S*q^^ not establish a priority over the indebtedness of 

th^ Association [Sojlre^ae] issued or incurred on or before September 30, 1982," 
he legislative history of this amendment states that jt was intended to ''clarify 
status of creditors of the Student Loan Marketing Asisociation (Sallie Mae) in 
^ ho event%of a financial reorganization short of complete bankruptcy conducted for 
the benefif of^crednors," by providing that "indebtedness of Sailio Mae to the 
United States shall, in all cases, have equal priority with other indebtedness of 
Spllie M^ie, regardless of maturity, so long as such other indebtedness was issued or 
incurred on or before September 30, 1982." In enacting this amendment, the Con- 
gress explTcitlyA-eilognized "[d]ue to Sallie Mae's extensive borrowings from the Fed- 
eral f inancifig^Bank, the existence of a federal priority for such borrowings effec- 
tively preclu^s Sallie ^ae from selling its debt obligations in the public capital 
markets." (H.R. Rep. No. 97-386 (Conference Report), 97th Cong., 1st Sess. 40 (1981) 
(Joint Explanatory Statement of, the. Committee of Conference)). This provision has 
subsequently^. been amended to extend its applicability to indebtedness of Sallie Mae - 
issued or ir^curred on or before September 30, 1984. . 

By virtue *6f th^ December 29, 1981 amendment to Section 439(1) of the Act, 
Browm Wood was able, in connection with each underwritten public ofifering of 
' Sallie R^e's debt obligations,, to* render an opinion to the underwriters of such sec^- 
rities that: ' ; . * ; 

. ;*'The priority granted to the United iStates by 31 U.S.C. § 191 in the case of the 
insolvency of certain persons indebted to the United States does not establish a pri- 
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: orlty In favor of tho UnM Statai with reipect to indobUdnoN of Salllo Mae to tho 

; Undod StaU»» oVor oiher lndobtodnoM of Salllo Moe, including tho Notos^ iMUod or* 

r Incurred on or boforo SepUmbor 80, 1982/^^ ^ ^ 

Thlsoptnlon waa a condition to the purchase by the underwriters of Salllo Mae'a 
notes and. could not have been rondeiiKl bV us if ttvo December 29/1981 amendment 
to Section 480(1) had not been enacted. The extension of the applicability of this 
omendment to Sollie Mae's debt obligations issued or 'incurred on or before Septetn- 
ber 30^1984 would permit us to render a similar opinion for debt flnoncings that 
were Consummated on or prior to BUoh date. ; ^ 

If tho (Congress does not explicitly extend the waiyer of the Federal Priority Stat- ' 
ute to indebtedness of Sallie Mad issued after September 80, 1984^ I believe that 

. Salllo Mae s debt obligations IssUod after such date would be viewed as subject to 
the Federal Priority Statute except In liquidation proceedings under Oh^pter 7 pf * 
thd Federal Dan1(ruptcy Code and, therefore, for pra(;tlcal purposes would bo regard- * 
ed as.Bubordlnated to Salllo Mae's indebtedness to the FFB. Tn addition^ Sallle Mao 
. would bo in the awkward position of having its pre^ptember 80.4984 publicly held 

, dbbt not subordinate and its post-September 80, 1984 debt subordinate to the indebt- 
edness to tho FFD. Certainly, representatives of the securities firms that sell Salllo 
Mae'a debt obligations to the investing, public ^re more qualifled.than I to comment ^< 
on the effect that such a situation would have Upon their ability to sell Sallld Mae's 
debt obligations and the pHcittg of such socuMtlrtrrd^ 

tiul investors would regard as a signlflcant negative the fact that, In the event of 
the Insolvency of Sallle Mae, $5 billion of Indebtedness to the FFD would be senior 
to the debt obligations held by them and that outstanding debt obligations sold to 
the public on or prior to Septennb^r 80, 1984 would, not bo subject to such a priority. 

STATEMENT OP GEOPPREY HURLPY, OP BRQWN, W06d, 
MITCHELL & PETTY 

Mr. HuRUEY. Thank you, Mr. Chairman. ■ : ; 

I appreciate having the opportunity to testify before thi0 
mktee today rdating to the relationship between Sa^^ 
smtutory provision that establishes in t^^ 

my person, priority in favor of the United States for debtis bwed4)y 
such person to the United States. , 

I am a partnef in th6 New York City law firm ^ 
lyey, Mitchell & Petty, In connection iwith Sallie Mae's underwrit- 
ten public offerings of i^urities during 1982 a^ f \i 
acted as counsel to' thei syndicates of securities: firms that pur- 
chased Sallie Mae's securities for resale tx> the investing 
I h^^ve been the partner at Qrowh, Wood wit)i p^ 
ty for our participation in these Hnancings. 

As you are aware, in 1974, Sallie Mae^^old to an undent 
public offering, to eligible financial iiistitutioiUf arid educational in- 
stitutions Under its enabling legislation an issue of its voting 
conimon stock. As Mx** Cavanaugh has testified this morning, subse- 
" queht to that offering, Sallie Mae primarily raised the' funds neces- ; 
sary to support its operations from the se^^ 
which were guaranteed by the Secretary of Edi^cation^o 
cessor to the Federal Financing Bank^ 

In March 1981, Sallie Mae and the Financing Bank entered i 
an agreement pursuant to which thb Financing Bank agreed to 
lend Sallie Mae ^ip to $5 billion prior to September 1982 and Sallie 
Mae agreed to cease utilizing the Financing Bank upon , the earlier 
• of boi'rowing $5 billion or Septeniber 30, 198i2. / 
, • On January 7, 1982, ' Sallie Mae borrowed from thfe^ Financihg 
■ Bank the last of the funds available to it under this agreibment and 
at that time its access to the Financing Bank as a soui^ce of fund- 
ing'ended. ■ ■ .■ ■ ■ . ■ / ' ^ - ' ■ 
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In anticipation of leaving tho Financing Bank arid moomng Its fl-' , 1 
nanclng noods through nonguarantoed fiecuritleB iofferingo in tho 
public credit markets, Sallie Mae *began in Moy, 1981 to' issue its;M U 
nonguarantebd short-term discount notes to investors through|a| V 
group of securities dealers. . 4 '1 

In February 1982, Sallie Mae sold in an underwritten public pf-j - 
fering $250 million floating rate notes. This was Sallie Mae's fifiptl 
public offering of nonguaranteed debt, obligations. This financmg|,i 
was followed by the sale in March 1982 of another $200 billion>oTf 
floating rate notes and in Septonlber 1982 of $100 million of fix6d- )! 
rate notes. In March 1983, Sallie Mae sold 5 million shares of -Its 
adjustable rate preferred stock. In addition to the^p underwritten | 
offerings, Sallie Mae has, since September, 1982, jsold bothTixed- . ; 
rate and floating-rate debt obligations to the investing public. { 

At the time of Sallie Mae's initial nublic offerijng of Februat^y l 
1982, and in connection with each publie offering pinco then, pro- | , 
spective underwriters of such securities have, in light of the large |i 
amount of Sallie Mae's outstanding indebtedness to the Financing |)l 
Bank, sought assurances that, in the event Salfio Mae should hi 
become insolvent or be liquidated or reorganized, the debt owing to 
the Financing Bank would not be accorded priority over SalHe '\v/(; 
Mae's debt obligations sold to the public by virtue' of section 191 of 
title 31 of the United States Code. I - >| 

Section 191 provides that, when a person who is indebted to the 1^ 
United States is insolv ent, and certain acts are committed, the ijl 
debts due to the U|ppl States shall flrst be satisfled. ; i 

Section 191 does, however, provide that the priority established ij 
under that section does not apply In a cose under the Federal 'j! 
Bankruptcy Code.*'This exception was not of any assistance to '! 
Sallie Mae since thiere was serious doubt as to whether Sallie Mae p 
was eligible to be a debtor under the Code. 

; It is significant to recognize that private corporations which do | 
business with the U. S. Governrnent and are, therefore, in a posi- f 
tion to incur indebtedness or liabilities, to the United States would, : 
aljsent unusual circumstances, be eligible to be debtors under the i 
CoHe. * , 

To be a debtor, ohfe must be a person. A person is dfefined to in- 
clude an individual, a. partnership or a corporation, but expressly 
excludes a governmental unit. The term ''governmental unit ' is de- 
fined to include a department, agency or instrumeiitality of the 
United States. Thus if Sallie Mae were considered to be an agency 
or instrumentality of the United States, it would noi be eligible to 
be a debtor under either chapter 7 of the Bankruptcy Code, relat- 
ing to liquidations, or chapter 11 relating to reorganization. 

If the liquidation or reorganization of Sallie Mae were not con- 
ducted under the Federal Bankruptcy Code, the Federal Priority . 
Statute would be applicable. My firm and Milbank, Tweed, Hadley 
&^ McCloy, the law «firm which acted as special counsel to Sallie 
Maie in connection with its underwritten public offerings, believed ' 
that in light of Sallie Mae's status cfe^a congressiorj^lly chartered 
corporation and the various attributes that it possesses under its ^ 
enabling statute, it would be impossible to deterniine conclusively 
that Sallie Mae would not be considered by a court to be an instru- 



montality of the Unitod States for purposes of the Federal Bank* 
.riiptcyCode. v.; , yy\ 

In 1981, the Ck>ngreB8, amended section 489(1) of Bailie Mae's en- 
abling legislation. That amendment clearly made Sallie Mae eligi" 
bio to become a debtor in a voluntary or involuntary liquidotion 
under chanter 7, in which proceeding, the Federal Priority Statute 
would not be applicable. ; 

However, because the amendment referred explicitly only to 
chapter 7, which governs liquidation, and not to chapter 11, which 

governs reorganization, it is not clear that the amendment made 
allie Mae eligible to be a debtor in a reorganization proceeding 
under chapter 11.- 

If Sallie Mae were not eligible to become a debtor under chapter 
11, any reorganization proceeding could take the form of dn equity 
receivership in which the Federal Priority Statute would be appll- 
caWe, Mpre^^ jKjaking JftUl^ -M^ debtor under the 

Fede.ral Bankruptcy* Code would not preclude Sallie Mae from' seek- 
ing relief under State solvency proceedings in which the Federal 
Priority Statute would be applicable. 

Effective December 29, 1981, the Congress fUrther amended sec- 
tion 489(1) to moke it explicit that the Federal Priority Statute 
would "hot be applicable to debt of Sallie Mae issued or incurred on 
or before September 80, 1982. This provisioi? has subsequently been 
amended to extend its applicability to indebtedness or Sallie Mae 
/issued or i ncurred on or before September 80, 1984. 

By virtue of the 1981 amendment, my firm was able in connec- 
tion withlSapch underwritten public offering of SalKe Mae's debt ob- 
ligation, to render an opinion to the underwriters of SUch securities 
to the effect that the Federal Priority Statute was notiapplicable to 
indebtedness of Sallie Mae issued on or before September 80, 1982. 

This opinion on the condition to the purchase by the underwrit- 
ers of Sallie Mae's notes and could not have been rendered by us if 
the December 29, 1981, had not been enacted. The extension of the 
applicability of this amendment would permit Uj^ to render a simi- 
lar opinion for debt financings that were consummated on or priOr 
to such date. 

If the Congr^s does not explicitly extend the waiver of the Fed- 
er^il Priority Stat ute to indebtedness to Sallie Mae issued after Sep- 
tember 30, 1984, 1 believe that Sallie Mae's debt obligations issued 
after such dafife would be viewed ^ subject to the Federal Priority 
Statute except in liquidation proceedings under chiapter 7 of the 
Code, and therefore, f for practical purposes, would be regarded by 
inyestoris as subordinated to Sallie Miae's indebtedness to the Feder- 
al Hinancing Bank* • 

lA addition, Sallie Mae would be in the awkward position of 
having its pre-September 30, 1984, publicly-heldxdebt not subordi- 
nate and its post-September 30, 1984 suboraina|jjB^to the Federal Fi- 
nancing Bank indebtedness. • V 

Mr. Solomon has testified as to the cost of Sdllie Mae, of haying 
to market its debt obligations under these circums^Ces because of 
investors' negative perceptions of the situation in which, in the 
event of the insolvency of Sallie rMae, $5 Jbillion of indebtedness to 
the Federal Financing Bank would be senior t6 the debt obligations 
held by them. ' ■ 
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Moroovor, I boliova that tho procoduro of reviewing tho statutory 
waiver of tho Fedordt Priority Statute every few yoarfl creates un- 
cortaintios for both SalU^ Mae ond the financial marketplace. 
Since Sallio Mae and investors need to bo concerned as to whether 
tt decision by Congress not to tho extoot tho waiver will have an 
ndverso impact on Sallie Mae's ability to refinance its outstanding 
indebtedness. . / , « ' 

In addition, Sallie Mae must, iti developing h financing plan for a 
portlcular year, time its public borrowings around the expiration 
date of tho statutory miVfiT provision and solely according to Its 
financing needs and conditions existing in the public credit mar- 
kets. * ^ 

That concludes my testimony. 

Thank you, Mr» Chairman. _ 

Mr. Simon. Thank you, Mr. Hurley. 

I gather your belief is that tho soonor wo can act on that Septem- 
ber 80, 11)84, deadline the better? 
Mr. HuHi-KV. That's correct. 

Mr. Simon. Let me ask, Mr. Hammer, since Chase Manhattan 
yma brought up, your formal statement says you are the second 
largest lender. My impression had been that you are tho largest. 
You moan second to Sallie Mae or do yau mean second to some 
other—— . J 

Mr. Hammer. Citibank and ourselves are very close, sir. It de- 
pends on any 1 year who originates the most and jtiow much wo 
participate in the secondary market • ■ -i'- 

Mr. Simon. AW right M iS 

I notice in your oral remarks you said "one of the largest . Does 

that mean ' ; , . 

. Mr. HammeU. I^idn't look at the last date of that, but it's big. 
After Citibank and ourselves, I think the next one is a whole point, 
lower, which would be another $100 million lower. 
Mr. Simon. OK. ' ■ , 

You heard the testimony of Mr. Clohan here. This is a problem.^! 
am not sure that it is a problem that we can be addressing immedi- 
ately, but it's one we ought to be taking a look at. 

What do we do to encourage Chase Manhattan? Obviously, you 
have to have some kind of an incentivei*or handling loans that are 
going to be more work, since they are going to offer more problems 
than other loans, simply because of the nature of the students in- 
volved here. What can be done? 

Mr. Hammer. One minor correction there, sir. It's not the nature 
of the student, it's the size of the loan. That's the whole problem. 
Mr. Simon. Except— if I may just modify that. % 
Mr. Hammer. Yes. - 
Mr. Simon. Because you are dealing with students who generally 
are from lower income families. ; 

Mr. Hammer. That really has nabearing on the matter. We basi- 
cally areiooking at the ecpnomics of the unit and if you are talk- 
ing about a $500 u^iit, than our processing costs as a percent are ^ 
much higher and it woiildn't niake any difference if it was one of 
our most valued customers who wanted a $500 loan or someone we 
never saw before, it's the size of the loan that makes the difference. 



Mr. Simon. Except that if David Rookefellor, Jr., wants to borroVyr 
$500. tho ohancQi aro a little (rreator that you are going to got tlVat 
ropaid tlnin iomolK>dy wholi ynomployed— 

Mr* Hammsr. But .the is that, glvon that Is a 
guaranteeid progranni/tho clWItworthiness of tho borrower is not 
rolov4!int to our consideration. 

Mr. Simon. OK. 

Mr. Hammrr. Seo, wo call it u student loan business, but really 
it's a processing business, Tho only credit considerations that are 
relevant hero are tho credltworthinoss of tho guarantee agency In 
tho State. 

Mr. Simon. 1 follow you. 

Mr. Hammkk. That's why It la an important distinction. 

Well, the biisic problem Is as Mr. Cfohan pointed out. Tho small 
units are not economical to process. I don't like it any more than 
you do. Wo qhanged our policy. The policy that was Indicated wo 
put into effect after^the mejor change in the student loan legisla- 
tion which occurred in 1981 so that we absolutely got inundated byi 
applications with everyone trvlng to get in under the wire and the 
processing systems were unable to handle it. j 

Ourselves, as a huge lender, and many others around the cdUn-' 
try absolutely got into a situation where wo fell behind and had 
huge backlogs and wo just had to do something to control volume 
while we put new systems into place. Those systems themselves 
change almost annually, depending upon what now legislation is 
coming forth. That lost couple of years havb not been so bad, inci- 
dentally, but up to that time, you couldn't)get a system to reach 
eqviilibrium because ^by the time you would start to debug it, there 
would be a new legislative change and it would have to be in place 
immediately because in the fall is when the new applications come 
• in. ■ ■ 

Wo wore in a situation, and I know others were, too, whore the 
reputation of the bank starts to suffer and for ourselves, given the 
kind of reputation we feel we dejpiBrvedly enjoy around the world, 
the question was, ''I)b we stay in the business?^' It's just not worth, 
for the narrow margin that one earns on the business, this nega- 
tive that comes, along with not being able to process ejfficiently. 

In those three areas, at the stage of the gamp in our own 
experience, we have now clean-up vsrith a totall}^ new— we have ^ 
had 2 years now to operate wMput mcgor legislative change— the 
originations area— and consMKntly* yre have now rela^ced our 
policy. We are now down to a minimum loan of $1,000— that's since 
that survey Mr. Clohan mentioned was taken— but it's still only to 
2-year colleges, becaiise we are looking for an averaged-sized loan 
-.that is higher. The reason for that, of course,- is that when we do 
sell in a secondary market, for one reason or ahdther, we do have 
to sell at a discount. That, of course, comes right off the bottom 
line and in jbl business which is right oa the margin anyhow, you 
just can't afford it. So one of those three options that was suggested 
would make sense. 

For ouirselves, it really comes into play when we make the sale 
and that would be dependent upon the price we are able to get 
from Saliie Mae. 
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The iUggoNtion, I boliove, th»t wae miido wai thnt Snllio Map boV 
given Homo kind of ipedal oUowanco at the time it mvken tho pur- 

I guo88 I would not support that, although it's nqt a bad idoa» but 
as a uniform only solution because, while Sallio Moe has played an 
excellent rolo in the secondary nrftrket, I would like to see some-- 
' thing done ho thnt there is more ofctive nartlcipatlon in tho socond-\. 
ary market rather than give SalUe Mae a particular unilateral 
hand here. , • 

Obviously, tho more competition we havo Qf people trying to buy 
our loons, maybe tho bettor rate wo can ourflolves exact, and I 
think that would bo consistent with Mr. McCabe's and Mr. Fox's 
comments about themsolves not wanting a monopoly. 

Tho other alternative, of course, would bo to give a special allow- 
ance fpr the small loan to tho lender when he originates it. The 
problem with that one, of course, is that it could be that nbxt year 
or the year after that same student comes in for anothtr loan, 
maybe goes to a full-time school and then now you have the size 
loan thnt when you consolidate tho two, which is economic, so wo 
would have gotten an extra payment, which would really nokibo 
Justified. To try to ,put systems in place to try to keep tracR of 
thoflo, that's tho kind of costs which you are trying to avoid. 

But something along that nature would really have to be done in 
order to induce a lenaor to participate in the program and I Nvpuld 
bo perfectly willing to havo the people that run m^ program, whpre 
we do have those operating models available, to sit down with your 
staff and try to work ouLa sensible approach. 

Mr. Simon. I thankjfbu: We are going to probably be back in 
touch with you on thalT 
Mr. Hammer. Certainly. 

Mr. Simon. Mr. Solomon, just ono ^jeneral question. Your state- 
ment was a very laudatory one of Sallie Mae. Do you see any weak- 
nesses in the structure? . i 

Mr. SoLoMON. Well, I don't see too many weaknesses in the fi- 
nancial structure. Sallie Mae has moved to reduce its leverage by a 
recent preferred issue, it has built up its equity a little, it has a lot 
of room and a IcTverage area now, and it has been veiy creative in 
matching its liabilities and assets, which is the key to making sure 
it doesn't get into a negative position. , — 

I think they have been unusually innovative in the market and, 
as I said, they are basically the only institution that has made the 
transition from the FFB to the public market. I think they hayiB 
been very skillful at it. I don't really see any real mcgor problems 
ahead for them financially. I think they can deal with the volatH- 
ity of the markets. They will always be under greater strain at 
higher rates than lower rates, but I think they are in pretty good 
shape. 

Mr. Simon. Thank you. . 

Mr. Coleman. \ 4 

Mr. Coleman. No questions^ Mr. Chairman. 

Mr. Simon. We thank the three of you very mpch, not only for 
your testimony here but for what you are contributing through and 
with Sallie Mae for the Nation. 

The hearing stands adjourned. 

[Whereupon, at 11:35 a.m., the subcommittee was adjourned.] 
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